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Mission Statement

iz %SH@N

To be the best bank for our employees
customers, investors and communities.

@JR [SION

At the Bank of the Pacific we work together to:

Encourage and value the ideas and full contribution of every team member, creating an envi-
ronment for all to be actively engaged in the success of our company. We provide opportuni-
ties for career development, personal growth, and above market total compensation based on
outstanding individual and Bank performance.

Provide superior service by listening to and identifying customers’ financial needs and offering
conveniently delivered, competitive products. We are each responsible for the customer, and
offer the kind of quality personal service we would like to receive.

Better the communities in which we live and work through our active volunteerism and by
making meaningful contributions to worthy organizations.

Achieve financial goals that place us number one within the markets we serve and within the
top ten percentile of our national peer group. We balance long-term financial and strategic

plans with short-term goals.
Ohor. Doz

We Care.
We consistently demonstrate this through:

Teamwork and open communication
Integrity, honesty and respect for others
Enthusiasm and positive recognition
Professionalism, initiative and innovation
Accountability, focused action and timely
follow-through

o Commitment to make our company a success

o & © 9
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President’s | etter

%ellow shareholders:

On behalf of your Board of Directors, I am pleased to report that Pacific Financial Corporation
finished 2002 with strong earnings of $3,916,000, up $109,000 from 2001. You may recall at
mid-year 2002, earnings were $188,000 less than the same timeframe for 2001. Our bank’s
employees did a remarkable job of increasing loans and deposits during the second half of 2002,
resulting in improved year-over-year performance.

In the fall of 2002 we added two new directors, Douglas "Doug" Schermer, owner of Schermer
Construction Company; and Edwin "Ed" Ketel, owner of Oceanside Animal Clinic. Four of our
board members are approaching retirement over the next couple of years; by temporarily
expanding the number of board positions, we have ensured a sound transition process.

Other notable highlights for 2002 include:

o The cash dividend was increased for the fifth consecutive year, depositing almost $3.4
million into our economy.

e After showing no growth during 2001, loans increased $9,186,000, while deposits were up
$10,610,000.

s Total assets grew by almost $25,000,000 during the 2002 vear.

e The Bank’s 2002 return on average assets was 1.54%, ranking us among the top quartile of
our peers nationally.

e The Bank’s 2002 return on beginning equity was 16.7%, also ranking us among the top
quartile of our national peer group.

o Net overhead declined again this year by $311,000, resulting in a very favorable ratio of
2.11% of average assets.

e Because of the weak Northwest regional economy, loan loss reserves were strengthened by
almost $400,000.

Loan losses for The Bank continued to be well below industry norms, although above our cus-
tomary level of performance. Our loan losses were arguably overstated in 2002, since we
charged off $167,770 in connection with a repossessed property that subsequently sold for a
gain on sale of $149,000. There is little question the economy has affected loan quality through-
out the banking industry and it has affected us as well. Our knowledgeable managers and lenders
continue to do admirable work evaluating and underwriting loans. As a result, we anticipate
our bank will continue to perform well compared to our peer group’s loan loss experience,
regardless of the economic circumstances.




President’s | etter

Looking ahead, The Bank is well positioned to do business in a challenged economic market-
place. We have a product base that is very competitive, in terms of both customer need and
price. Our newest service, Internet Banking, is capturing the interest of both business and indi-
vidual customers. Our web site, www.thebankofpacific.com, has become a routine site to visit
for many of our shareholders, given they can view recent Pacific Financial Corporation stock
trading activity. Just click on "Stockholder Info & President’s Newsletter" to view recent stock
volume and price activity.

I want to thank all of the shareholders who wrote letters to Congress in support of dividend tax-
ation reform. While the political parties spar off around this important issue, I encourage each
of you to continue to call for dividend taxation reform, as this will clearly add value to your
investment in Pacific Financial Corporation.

Sincerely,

Dennis A. Long
President & CEO
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lndcpendent Auditor’s KePort

Board of Directors
Pacific Financial Corporation
Aberdeen, Washington

We have audited the accompanying consolidated balance sheets of Pacific Financial Corporation and
Subsidiary as of December 31, 2002 and 2001, and the related consolidated statements of income, share-
holders’ equity and cash flows for the years then ended. These financial statements are the responsibility of
the Company’s management. Our responsibility is to express an opinion on these consolidated financial
statements based on our audits. The consolidated financial statements of Pacific Financial Corporation and
Subsidiary for the year ended December 31, 2000 were audited by Knight Vale & Gregory PLLC, inde-
pendent accountants, whose members became partners of McGladrey & Pullen, LLP on September 1, 2001.
Knight Vale & Gregory PLLC’s report, dated January 26, 2001, expressed an unqualified opinion on those
statements.

We conducted our audits in accordance with auditing standards generally accepted in the United States of
America. Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluat-
ing the overall financial statement presentation. We believe that our audits provide a reasonable basis for
our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Pacific Financial Corporation and Subsidiary as of December 31, 2002 and 2001,
and the results of their operations and their cash flows for the years then ended, in conformity with account-
ing principles generally accepted in the United States of America.

/%ZM%’//@Z@L/ e

Tacoma, Washington
January 24, 2003




Conso‘idated Balance Sheets

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001
(Dollars in Thousands)

Assets
Cash and due from banks
Interest bearing deposits in banks
Federal funds sold
Securities available for sale
Securities held to maturity (market value $10,414 and $4,942)
Federal Home Loan Bank stock, at cost
Loans held for sale

Loans
Allowance for credit losses
Loans - net

Premises and equipment

Foreclosed real estate

Accrued interest receivable

Cash surrender value of life insurance
Other assets

Total assets
Liabilities and Shareholders’ Equity
Liabilities
Deposits:
Demand deposits, non-interest bearing
Savings and interest-bearing demand

Time, interest-bearing
Total deposits

Accrued interest payable
Short-term borrowings
Long-term borrowings
Other liabilities

Total liabilities
Commitments and Contingencies

Shareholders’ Equity
Common stock (par value $1); authorized: 25,000,000 shares;
issued and outstanding: 2002 - 2,512,659 shares;
2001 - 2,491,629 shares
Additional paid-in capital
Retained earnings
Accumulated other comprehensive income
Total shareholders’ equity

Total liabilities and shareholders’ equity

See notes to consolidated financial statements.

2002

$ 8,473
373
52,230
10,362
866

286

185,504
2,473
183,031

3,850
686
1,493
5,898
986

$268,534

$ 40,084
103,193
81,977
225,254

318
1,800
11,000
5,479

243,851

2,513
9,839
11,614
717
24,683

$268,534

2001

$ 10,231
1,468
3,505

31,673
4,945
3,813

176,604
2,109
174,495

4,014
1,040
1,405
5,579
1,449

$243,617

$ 38,437
104,728
71,479
214,644

441

5,018
220,103

2,492
9,524
11,090
408
23,514

$243,617




Consolic{atcd 5tatements of !ncome

Pacific Financial Corporation and Subsidiary
Years Ended December 31, 2002, 2001 and 2000
(Dollars in Thousands, Except Per Share Amounts)

2002 2001
Interest Income
Loans $13,175 $14,994
Federal funds sold and deposits in banks 107 410
Securities available for sale:
Taxable 1,401 1,638
Tax-exempt 501 545
Securities held to maturity:
Taxable 139 --
Tax-exempt 270 264
Federal Home Loan Bank stock dividends 186 251
Total interest income 15,779 18,102
Interest Expense
Deposits 3,747 6,340
Short-term borrowings 4 190
Long-term borrowings 240 --
Total interest expense 3,991 6,530
Net interest income 11,788 11,572
Provision for Credit Losses 954 580
Net interest income after provision for credit losses 10,834 10,992
Non-Interest Income
Service charges on deposit accounts 1,069 828
Mortgage broker fees 3 32
Income from and gains on sale of foreclosed real estate 292 139

Earnings on bank owned life insurance
Other operating income

Total non-interest income

Non-Interest Expense
Salaries and employee benefits
Occupancy
Equipment
State taxes
Data processing
Other

Total non-interest expense

Income before income taxes

Income Taxes
Net income

Earnings Per Share
Basic
Diluted

See notes to consolidated financial statements.

(3]
=
S

$16,425
148

2,812
567

20,272

8,020
577

8,597
11,675
635
11,040

677

32




Consolidated Statements of Slﬁarehol&ers’ Eciuit9

Pacific Financial Corporation and Subsidiary
Years Ended December 31, 2002, 2001 and 2000

(Dollars in Thousands)

Accumulated
Shares of Additional Other
Common Common Paid-in Retained Comprehensive
Stock Stock  Capital Earnings Income (Loss) Total
Balance at December 31, 1999 496,770 $ 497 §11,420 $10,473 ($952) $21,438
Comprehensive income:
Net income - - - - - - 3,303 - - 3,303
Other comprehensive income,
net of tax:
Change in fair value of
securities available for sale - - -- -- -- 761 761
Comprehensive income 4,064
S-for-1 stock split 1,987,110 1,987 (1,987) -- -- --
Stock options exercised 2,750 3 30 -- -- 33
Stock purchase of branch site 16,500 16 396 -- -- 412
Cash dividends declared
{$1.28 per share) - - - - (3,204) -- (3,204)
Balance at December 31, 2000 2,503,130 2,503 9,859 10,572 (191) 22,743
Comprehensive income:
Net income - - - - 3,807 - - 3,807
Other comprehensive income,
net of tax:
Change in fair value of
securities available for sale - - - - - - -- 599 599
Comprehensive income 4,406
Stock options exercised 12,750 13 150 -- -- 163
Repurchase of common stock (24,281) (24) (486) - - - - {510)
Issuance of common stock 30 -- 1 -- - - 1
Cash dividends declared
($1.32 per share) -- -- - - (3,289) -- (3,289)
Balance at December 31, 2001 2,491,629 2,492 9,524 11,090 408 23,514
Comprehensive income:
Nert income - - - - - 3,916 - - 3,916
Other comprehensive income,
net of tax:
Change in fair value of
securities available for sale - - -- -- -- 309 309
Comprehensive income 4,225
Stock options exercised 21,000 21 275 -- - - 296
Issuance of common stock 30 - - 1 - - - - 1
Cash dividends declared
{$1.35 per share) - - -- -- (3,392) -- (3,392)
Tax benefit from exercise of
stock options -- -- 39 - - - - 39
Balance at December 31, 2002 2,512,659 $2,513 $9,839 $11,614 §717 $24,683

See notes to consolidated financial statements.




Conso!ic{atcd Statements of Cash ‘ﬁows

Pacific Financial Corporation and Subsidiary
Years Ended December 31, 2002, 2001 and 2000

(Dollars in Thousands)

(o]
]
(5]
=]
o]
=
[
[ese)
=]

Cash Flows from Operating Activities
Net income $ 3,916 $§ 3,807 $ 3,303
Adjustments to reconcile net income to net cash
provided by operating activities:

Depreciation and amortization 433 423 568
Provision for credit losses 954 580 635
Deferred income tax (benefit) (82) 225 (81)
Originations of loans held for sale (548) - - - -
Proceeds from loans held for sale 262 -- - -
Stock dividends received (186) (251) (222)
Gain on sales of foreclosed real estate (178) - - (32)
Earnings on bank owned life insurance (350) (167) (129)
(Increase) decrease in interest receivable (88) 897 (298)
Increase (decrease) in interest payable (123) (338) 230
Write-down of foreclosed real estate 420 18 - -
Other - net 929 (748) 614
Net cash provided by operating activities 5,359 4,446 4,588

Cash Flows from Investing Activities
Net (increase) decrease in interest bearing

deposits in banks 1,095 (988) 1,264
Net (increase) decrease in federal funds sold 3,505 (2,935) (570)
Activity in securities available for sale:

Sales - - 10,694 - -

Maturities, prepayments and calls 14,109 36,987 12,062

Purchases (34,338) (24,828) (2,423)
Activity in securities held to maturity:

Maturitres 3,481 190 239

Purchases (8,920) {1,123) - -
Federal Home Loan Bank stock redemption 3,133 -- --
Proceeds from sales of loans -- 1,407 1,293
Increase in loans made to customers,

net of principal collections (10,046) {5,165) (26,133)
Purchases of premises and equipment (261) {509) (764)
Proceeds from sales of premises and equipment -- 50 --
Proceeds from sales of foreclosed real estate 707 161 - -
Purchase of bank owned life insurance - - (3,000) - -
Net cash provided by (used in) investing activities (27,535) 10,941 (15,032)

(continued)

See notes to consolidated financial statements.
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Consolidatcd Statements of Cash Flows

Pacific Financial Corporation and Subsidiary
Years Ended December 31, 2002, 2001 and 2000
(Dollars in Thousands)

Cash Flows from Financing Activities
Net increase in deposits
Net increase {decrease} in short-term borrowings
Proceeds from issuance of long-term debt
Repayments of long-term debt
Common stock issued
Cash dividends paid
Repurchase of common stock and fractional shares
Net cash provided by (used in) financing activities

Net change in cash and due from banks

Cash and Due from Banks
Beginning of year

End of year

Supplemental Disclosures of Cash Flow Information
Interest paid
Income taxes paid

Supplemental Disclosures of Non-Cash Investing Activities
Fair value adjustment of securities available for sale,
net of tax
Transfer of loans to foreclosed real estate
Stock purchase of branch site
Financed sales of foreclosed real estate
Reclassification of loan receivable to
securities available for sale

(concluded)

See notes to consolidated financial statements.

10,231

$ 8,473

$ 4,114
1,260

$ 309
1,198

629

2001

$ 1,133
(11,358)
3,000
(3,000)
164
(3,204)
(510)
(13,775)

1,612

8,619

$10,231

$ 6,868
1,375

$ 599
1,733

514

2,636

13,080

$ 8,619

$ 8,367

$

1,247

761

26
412
235

11



Notes to (_onsolidated ["inancial Statements

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 1 - Summary of Significant Accounting Policies
Principles of Consolidation

The consolidated financial statements include the accounts of Pacific Financial Corporation (the Company)
and its wholly owned subsidiary, The Bank of the Pacific (the Bank). All significant intercompany transac-
tions and balances have been eliminated.

Nature of Operations

The Company is a holding company which operates primarily through its subsidiary bank. The Bank oper-
ates ten branches located in Grays Harbor, Pacific and Wahkiakum Counties in western Washington. The
Bank provides loan and deposit services to customers, who are predominately small- and middle-market
businesses and middle-income individuals in western Washington.

Consolidated Financial Statement Presentation

The consolidated financial statements have been prepared in accordance with accounting principles general-
ly accepted in the United States of America and practices within the banking industry. The preparation of
financial statements requires management to make estimates and assumptions that affect the reported
amounts of assets and liabilities, and the disclosure of contingent assets and liabilities, as of the date of the
balance sheet, and the reported amounts of revenues and expenses during the reporting period. Actual results
could differ from those estimates. Material estimates that are particularly susceptible to significant change in
the near term relate to the determination of the allowance for credit losses and the valuation of loans held
for sale, foreclosed real estate and deferred tax assets.

Certain prior year amounts have been reclassified, with no change to net income or shareholders’ equity, to
conform to the 2002 presentation. All dollar amounts, except per share information, are stated in thousands.

Securities Available for Sale

Securities available for sale consist of debt securities, marketable equity securities and mutual funds that the
Bank intends to hold for an indefinite period, but not necessarily to maturity. Such securities may be sold to
implement the Bank’s asset/liability management strategies and in response to changes in interest rates and
similar factors. Securities available for sale are reported at fair value. Unrealized gains and losses, net of the
related deferred tax effect, are reported as a net amount in a separate component of shareholders' equity enti-
tled "accumulated other comprehensive income (loss)." Realized gains and losses on securities available for
sale, determined using the specific identification method, are included in earnings. Amortization of premi-
ums and accretion of discounts are recognized in interest income over the period to maturity.

(continued)
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Notes to Conso[i&ated Financial Statements

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 1 - Summary of Significant Accounting Policies (continued)

Securities Held to Maturity

Debt securities for which the Company has the positive intent and ability to hold to maturity are reported
at cost, adjusted for amortization of premiums and accretion of discounts, which are
recognized in interest income over the period to maturity.

Declines in the fair value of individual securities held to maturity and available for sale below their cost that
are other than temporary result in write-downs of the individual securities to their fair value. Such write-
downs are included in earnings as realized losses.

Federal Home Loan Bank Stock

The Company, as a member of the Federal Home Loan Bank (FHLB) system, is required to
maintain an investment in capital stock of the FHLB in an amount equal to the greater of 1% of its out-
standing home loans or 5% of advances from the FHLB. No ready market exists for the FHLB stock, and it
has no quoted market value.

Loans Held for Sale

Mortgage loans originated for sale in the foreseeable future in the secondary market are carried at the lower
of aggregate cost or estimated market value. Gains and losses on sales of loans are
recognized at settlement date and are determined by the difference between the sales proceeds and the car-
rying value of the loans. All sales are made without recourse. Net unrealized losses are
recognized through a valuation allowance established by charges to income.

Loans

Loans are stated at the amount of unpaid principal, reduced by an allowance for credit losses. Interest on
loans is accrued daily based on the principal amount outstanding.

Generally, the accrual of interest on loans is discontinued when, in management’s opinion, the
borrower may be unable to meet payments as they become due or when they are past due 90 days as to either
principal or interest, unless they are well secured and in the process of collection. When interest accrual is
discontinued, all unpaid accrued interest is reversed against current income. If management determines that
the ultimate collectibility of principal is in doubt, cash receipts on nonaccrual loans are applied to reduce the
principal balance on a cash-basis method, until the loans qualify for return to accrual status. Loans are
returned to accrual status when all principal and interest amounts contractually due are brought current and
future payments are reasonably assured. The interest on these loans is accounted for on the cash-basis
method, until qualifying for return to accrual.

(continued)
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Notes to Consoli&ated Financial Statcmcnts

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 1 - Summary of Significant Accounting Policies (continued)
Allowance for Credit Losses

The allowance for credit losses is maintained at a level considered adequate to provide for probable losses on
existing loans based on evaluating known and inherent risks in the loan portfolio. The allowance is reduced by
loans charged off, and increased by provisions charged to earnings and recoveries on loans previously charged
off. The allowance is based on management's periodic, systematic evaluation of factors underlying the quality
of the loan portfolio, including changes in the size and composition of the loan portfolio, the estimated value
of any underlying collateral, actual loan loss experience, current economic conditions, and detailed analysis of
individual loans for which full collectibility may not be assured. This evaluation is inherently subjective as it
requires estimates that are susceptible to significant revision as more information becomes available. While
management uses the best information available to make its estimates, future adjustments to the allowance may
be necessary if there is a significant change in economic conditions.

The allowance consists of specific, general and unallocated components. The specific component relates to
loans that are classified as either doubtful, substandard or special mention. For such loans that are also classi-
fied as impaired, an allowance is established when the discounted cash flows {or collateral value or observable
market price) of the impaired loan is lower than the carrying value of that loan. The general component cov-
ers non-classified loans and is based on historical loss experience adjusted for qualitative factors. An unallo-
cated component is maintained to cover uncertainties that could affect management’s estimate of probable loss-
es. The unallocated component of the allowance reflects the margin of imprecision inherent in the underlying
assumptions used in the methodologies for estimating specific and general losses in the portfolio.

When available information confirms that specific loans or portions thereof are uncollectible, these amounts
are charged off against the allowance for credit losses. The existence of some or all of the following criteria will
generally confirm that a loss has been incurred: the loan is significantly delinquent and the borrower has not
evidenced the ability or intent to bring the loan current; the Bank has no recourse to the borrower, or if it does,
the borrower has insufficient assets to pay the debt; the estimated fair value of the loan collateral is significantly
below the current loan balance, and there is little or no near-term prospect for improvement.

When management determines that it is probable that a borrower will be unable to repay all amounts due
according to the terms of the loan agreement, including scheduled interest payments, the loan is considered
impaired. Factors considered by management in determining impairment include payment status, collateral
value, and the probability of collecting scheduled principal and interest payments when due. Loans that expe-
rience insignificant payment delays and payment shortfalls are generally not classified as impaired.
Management determines the significance of payment delays and payment shortfalls on a case-by-case basis, tak-
ing into consideration all of the circumstances surrounding the loan and the borrower, including the length of
the delay, the reasons for the delay, the borrower’s prior payment record, and the amount of shortfall in rela-
tion to the principal and interest owed. The amount of impairment is measured based on the present value of
expected future cash flows discounted at the loan’s effective interest rate or, when the primary source of repay-
ment is provided by real estate collateral, at the fair value of the collateral less estimated selling costs. Large
groups of smaller balance homogenous loans are collectively evaluated for impairment. Accordingly, the Bank
does not separately identify individual consumer and residential loans for impairment disclosures. In addition,
regulatory agencies, as an integral part of their examination process, periodically review the Bank’s allowance
for credit losses, and may require the Bank to make additions to the allowance based on their judgment about
information available to them at the time of their examinations.

The ultimate recovery of all loans is susceptible to future market factors beyond the Bank's control. These fac-
tors may result in losses differing significantly from those provided for in the consolidated financial statements.

{continued)
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Notes to Conso[idatcd Financial Statements

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 1 - Summary of Significant Accounting Policies (continued)
Premises and Equipment

Premises and equipment are stated at cost less accumulated depreciation, which is computed on the straight-
line method over the estimated useful lives of the assets. Leasehold improvements are amortized over the terms
of the respective leases or the estimated useful lives of the improvements, whichever is less. Gains or losses on
dispositions are reflected in earnings.

Foreclosed Real Estate

Real estate properties acquired through, or in lieu of, foreclosure are to be sold and are initially recorded at the
lower of cost or fair value of the properties less estimated costs of disposal. Any write-down to fair value at the
time of transfer to other real estate owned is charged to the allowance for credit losses. Properties are evaluat-
ed regularly to ensure that the recorded amounts are supported by their current fair values, and that valuation
allowances to reduce the carrying amounts to fair value less estimated costs to dispose are recorded as neces-
sary. Any subsequent reductions in carrying values, and revenue and expense from the operations of properties,
are charged to operations.

Transfers of Financial Assets

Transfers of financial assets are accounted for as sales when control over the assets has been surrendered.
Control over transferred assets is deemed to be surrendered when (1) the assets have been isolated from the
Bank, (2) the transferee obtains the right (free of conditions that constrain it from taking advantage of that
right) to pledge or exchange the transferred assets, and (3) the Bank does not maintain effective control over
the transferred assets through an agreement to repurchase them before their maturity.

Income Taxes

Deferred tax assets and liabilities result from differences between the financial statement carrying amounts and
the tax bases of assets and liabilities, and are reflected at currently enacted income tax rates applicable to the
period in which the deferred tax assets or liabilities are expected to be realized or settled. The deferred tax pro-
vision represents the difference between the net deferred tax asset/liability at the beginning and end of the year.
As changes in tax laws or rates are enacted, deferred tax assets and liabilities are adjusted through the pro-
vision for income taxes.

The Bank provides for income taxes separately and remits to the Company amounts currently due.

(continued)

15



Notes to Consolidated Y:inancial Statcmcnts

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 1 - Summary of Significant Accounting Policies (continued)

Stock-Based Compensation

At December 31, 2002, the Company has three stock-based employee compensation plans, which are
described more fully in Note 13. The Company accounts for those plans under the recognition and meas-
urement principles of APB No. 25, Accounting for Stock Issued to Employees, and related interpretations.
Accordingly, no stock-based compensation cost is reflected in net income, as all options granted under those
plans had an exercise price equal to the market value of the underlying common stock on the date of grant.
The following illustrates the effect on net income and earnings per share if the Company had applied the fair
value recognition provisions of SFAS No. 123, Accounting for Stock-Based Compensation, to stock-based
compensation awards for the effects of all options granted on or after January 1, 1995 for the years ended
December 31:

2002 2001 2000
Net income, as reported §3,916 $3,807 $3,303
Less total stock-based compensation expense determined
under fair value method for all qualifying awards 95 13 23
Pro forma net income $3,821 $3,794 $3,280
Earnings Per Share
Basic:
As reported $1.57 $1.53 $1.33
Pro forma 1.53 1.52 1.32
Diluted:
As reported 1.56 1.52 1.31
Pro forma 1.53 1.50 1.30

Fair Values of Financial Instruments

The following methods and assumptions were used by the Company in estimating the fair values of financial
instruments disclosed in these consolidated financial statements:

Cash, Interest Bearing Deposits at Other Financial Institutions, and Federal Funds Sold
The carrying amounts of cash, interest bearing deposits at other financial institutions, and federal
funds sold approximate their fair value.

Securities Available for Sale and Held to Maturity
Fair values for securities are based on quoted market prices.

Federal Home Loan Bank Stock
The carrying value of Federal Home Loan Bank stock approximates its fair value.

{continued)




Notes to (_onsolidated [Financial Statements

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 1 - Summary of Significant Accounting Policies (continued)
Fair Values of Financial Instruments (concluded)

Loans

For variable rate loans that reprice frequently and have no significant change in credit risk, fair values
are based on carrying values. Fair values for fixed rate loans are estimated using discounted cash flow
analysis, using interest rates currently being offered for loans with similar terms to borrowers of simi-
lar credit quality. Fair values of loans held for sale are based on their estimated market prices. Fair val-
ues for impaired loans are estimated using discounted cash flow analyses or underlying collateral
values, where applicable.

Depaosits

The fair value of deposits with no stated maturity date is included at the amount payable on demand.
The fair value of fixed rate maturity certificates of deposit is estimated by discounting future cash flows
using rates currently offered by the Bank for deposits of similar remaining maturities. Fair values for
fixed rate certificates of deposit are estimated using a discounted cash flow calculation based on inter-
est rates currently being offered on similar certificates.

Short-Term Borrowings

The carrying amounts of federal funds purchased and other short-term borrowings maturing within 90
days approximate their fair values. Fair values of other short-term borrowings are estimated using dis-
counted cash flow analyses based on the Bank’s current incremental borrowing rates for similar types
of borrowing arrangements.

Long-Term Borrowings
The fair values of the Bank’s long-term borrowings are estimated using discounted cash flow analyses
based on the Bank’s incremental borrowing rates for similar types of borrowing arrangements,

Accrued Interest
The carrying amounts of accrued interest approximate their fair values.

Off-Balance-Sheet Instruments

The fair value of commitments to extend credit and standby letters of credit was estimated using the
fees currently charged to enter into similar agreements, taking into account the remaining terms of the
agreements and the present creditworthiness of the customers. Since the majority of the Bank’s off-bal-
ance-sheet instruments consist of non-fee producing, variable-rate commitments, the Bank has deter-
mined they do not have a distinguishable fair value.

Cash Equivalents and Cash Flows

The Company considers all amounts included in the balance sheet caption "Cash and due from banks" to be
cash equivalents. Cash flows from loans, interest bearing deposits in banks, federal funds purchased and sold,
short-term borrowings, and deposits are reported net.

The Company maintains balances in depository institution accounts which, at times, may exceed federally
insured limits. The Company has not experienced any losses in such accounts.

(continued)
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Notes to Consolidatcd Financial Statements

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 1 - Summary of Significant Accounting Policies (continued)
Earnings Per Share

Basic earnings per share exclude dilution and are computed by dividing net income by the weighted average
number of common shares outstanding. Diluted earnings per share reflect the potential dilution that could
occur if common shares were issued pursuant to the exercise of options under the Company’s stock option
plans.

Comprehensive [ncome

Accounting principles generally require that recognized revenue, expenses, gains and losses be included in net
income. Although certain changes in assets and liabilities, such as unrealized gains and losses on securities
available for sale, are reported as a separate component of the equity section of the consolidated balance
sheets, such items, along with net income, are components of comprehensive income., Gains and losses on
securities available for sale are reclassified to net income as the gains or losses are realized upon sale of the
securities. Other-than-temporary impairment charges are reclassified to net income at the time of the charge.

Recent Accounting Pronouncements

In June 2001, the Financial Accounting Standards Board (FASB) issued SFAS No. 143, Accounting for Asset
Retirement Qbligations. This Statement addresses financial accounting and reporting for obligations associ-
ated with the retirement of tangible long-lived assets and the associated asset retirement costs. This Statement
is effective for all fiscal years beginning after June 15, 2002. The Company does not anticipate that the adop-
tion of SFAS No. 143 will have a material effect on its financial position or results of operations.

In April 2002, the FASB issued SFAS No. 145, Rescission of FASB Statement Nos. 4, 44, and 64, Amendment
of FASB Statement No. 13, and Technical Corrections. This Statement rescinds FASB Statement No. 4,
Reporting Gains and Losses from Extinguishment of Debt, and an amendment of that Statement, FASB
Statement No. 64, Extinguishments of Debt Made to Satisfy Sinking-Fund Requirements. This Statement
also rescinds FASB Statement No. 44, Accounting for Intangible Assets of Motor Carriers. This Statement
amends FASB Statement No. 13, Accounting for Leases, to eliminate inconsistency between the required
accounting for sale-leaseback transactions and the required accounting for certain lease modifications that
have economic effects that are similar to sale-leaseback transactions. This Statement also amends other exist-
ing authoritative pronouncements to make various technical corrections, clarify meanings, or describe the
applicability under changed conditions. The Company does not anticipate the adoption of SFAS No. 145 to
have a material effect on its financial position or results of operations.

In June 2002, the FASB issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal
Activities. This Statement addresses financial accounting and reporting for costs associated with exit or dis-
posal activities, and nullifies Emerging Issues Task Force (EITF) Issue No. 94-3, Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity (including Certain Costs
Incurred in a Restructuring). This Statement is effective for exit or disposal activities that are initiated after
December 31, 2002. The Company does not expect the Statement to have a material effect on its financial
position and results of operations.

(continued)
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Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 1 - Summary of Significant Accounting Policies (concluded)
Recent Accounting Pronouncements (concluded)

In October 2002, the FASB issued SFAS No. 147, Acquisitions of Certain Financial Institutions, an amendment
of FASB Statement Nos. 72 and 144, and FASB Interpretation No. 9. The provisions of this Statement, that
relate to the application of the purchase method of accounting, apply to all acquisitions of financial institutions,
except transactions between two or more mutual enterprises. This Statement removes acquisitions of financial
institutions from the scope of both Statement No. 72 and Interpretation No. 9, and requires that those trans-
actions be accounted for in accordance with FASB Statements No. 141, Business Combinations, and No. 142,
Goodwill and Other Intangible Assets. In addition, this Statement amends FASB Statement No. 144,
Accounting for Impairment or Disposal of Long-Lived Assets, to include in its scope long-term customer-rela-
tionship intangible assets of financial institutions such as depositor- and borrower-relationship intangible assets
and credit cardholder intangible assets. This Statement is effective for acquisitions for which the date of the
transaction is on or after October 1, 2002, The Company does not expect the Statement to have a material
effect on its financial position and results of operations.

In December 2002, the Financial Accounting Standards Board issued FASB Statement No. 148, Accounting for
Stock-Based Compensation - Transition and Disclosure. This Statement amends FASB Statement No. 123,
Accounting for Stock-Based Compensation, and APB Opinion No. 28, Interim Financial Reporting, to provide
alternative methods of transition for a voluntary change to the fair value based method of accounting for stock-
based employee compensation. This Statement does not require any change from the method currently used by
the Company to account for stock-based compensation, but does require more prominent disclosure in the
annual and interim financial statements about the method of accounting for such compensation and the effect
of the method used on reported results. This Statement was effective for years ending after December 15, 2002.
The Company has adopted the disclosure provisions of SFAS No. 148 in the accompanying consolidated finan-
cial statements; the disclosure requirements are set forth in the Stock-Based Compensation section.

The Financial Accounting Standards Board has issued Interpretation No. 45, Guarantor’s Accounting and
Disclosure Requirements for Guarantees, Including Indirect Guarantees of Indebtedness of Others, an inter-
pretation of FASB Statement Nos. 5, 57 and 107 and rescission of FASB Interpretation No. 34. This
Interpretation elaborates on the disclosures to be made by a guarantor in its interim and annual financial state-
ments about its obligations under certain guarantees that it has issued. It also clarifies that a guarantor is
required to recognize, at the inception of a guarantee, a liability for the fair value of the obligation undertaken
in issuing the guarantee. The initial recognition and measurement provisions of this Interpretation are applica-
ble on a prospective basis to guarantees issued or modified after December 31, 2002. Implementation of these
provisions of the Interpretation is not expected to have a material impact on the Bank’s consolidated financial
statements. The disclosure requirements of the Interpretation are effective for financial statements of interim or
annual periods ending after December 15, 2002, and have been adopted in the consolidated financial statements
for December 31, 2002, with no additional disclosure required.

Note 2 - Restricted Assets

Federal Reserve Board regulations require that the Bank maintains certain minimum reserve balances in cash
and on deposit with the Federal Reserve Bank. The average amounts of such balances for the years ended
December 31, 2002 and 2001 were approximately $650 and $2,878, respectively.
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Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 3 - Securities

Investment securities have been classified according to management’s intent. The carrying amounts of
securities and their approximate fair values are as follows:

Gross Gross
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Securities Available for Sale

December 31, 2002
U.S. Treasury and Government agency securities $ 2,165 $ 142 $-- $ 2,307
Obligations of states and political subdivisions 11,502 609 13 12,098
Mortgage-backed securities 16,669 215 27 16,857
Corporate bonds 5,979 127 7 6,099
Mutual funds 14,828 47 6 14,869
$51,143 $1,140 §53 $52,230

December 31, 2001
U.S. Treasury and Government agency securities $ 3,517 $ 134 $-- $ 3,651
Obligations of states and political subdivisions 11,359 355 1 11,713
Mortgage-backed securities 3,255 22 56 3,221
Corporate bonds 8,859 170 14 9,015
Mutual funds 4,065 8 - - 4,073
$31,055 $ 689 $71 $31,673

Securities Held to Maturity

December 31, 2002
State and municipal securities $ 3,751 $ 39 $28 $ 3,762
Mortgage-backed securities 6,611 41 -- 6,652
$10,362 $§ 80 28 $10,414

December 31, 2001
State and municipal securities $ 4,945 $  -- $ 3 $ 4,942

(continued)
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Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 3 - Securities (concluded)

The contractual maturities of investment securities held to maturity and available for sale at December 31,

2002 are as follows:

Held to Maturicy

Amortized

Cost

Due in one year or less $ 5
Due from one year to five years 848
Due from five to ten years 967
Due after ten years 1,931
Mortgage-backed securities 6,611
Mutual funds --
Total $10,362

There were no sales of securities in 2002, 2001 and 2000.

Fair Amortized
Value Cost

$ 5 $ 4,829
857 8,699

996 3,741
1,904 2,377
6,652 16,669
-- 14,828
$10,414 $51,143

Available for Sale

Fair
Value

$ 4,908
9,166
3,930
2,500

16,857
14,869

$52,230

Securities carried at approximately $25,622 at December 31, 2002 and $11,618 at December 31, 2001 were
pledged to secure public deposits, borrowings at the Federal Home Loan Bank, and for other purposes

required or permitted by law.

Note 4 - Loans

Loans at December 31 consist of the following:

Commercial and agricultural
Real estate:
Construction
Residential 1-4 family
Multi-family
Commercial
Farmland
Consumer

(continued)

2002
$ 69,794

9,697
28,085
1,574
65,336
5,870
5,148

$185,504

2001
$ 72,427

6,554
31,089
2,040
54,894
3,691
5,909

$176,604
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Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 4 - Loans (concluded)

Changes in the allowance for credit losses for the years ended December 31 are as follows:

2002 2001 2000
Balance at beginning of year $2,109 $2,026 $1,930
Provision for credit losses 954 580 635
Charge-offs (632) (564) (568)
Recoveries 42 67 29
Net charge-offs (590) (497) (539)
Balance at end of year $2,473 $2,109 $2,026
Following is a summary of information pertaining to impaired loans:
2002 2001 2000
December 31
Impaired loans without a valuation allowance $2,296 $ 482 $2,014
Impaired loans with a valuation allowance 18 1,180 1,114
Total impaired loans $2,314 $1,662 $3,128
Valuation allowance related to impaired loans §2 $143 $412
Years Ended December 31
Average investment in impaired loans $2,390 $1,262 $3,425
Interest income recognized on a
cash basis on impaired loans 13 2 31

At December 31, 2002, there were no commitments to lend additional funds to borrowers whose loans have
been modified. Loans 90 days and over past due and still accruing interest totaled $79 at December 31,
2001. There were no loans 90 days and over past due and still accruing interest at December 31, 2002.

Certain related parties of the Company, principally directors and their associates, were loan customers of the
Bank in the ordinary course of business during 2002 and 2001. Total loans outstanding at December 31,
2002 and 2001 to key officers and directors were $3,233 and $3,748, respectively. During 2002, new loans
of $1,490 were made, and repayments totaled $2,005. In management’s opinion, these loans and transac-
tions were on the same terms as those for comparable loans and transactions with non-related parties. No
loans to related parties were on non-accrual, past due or restructured at December 31, 2002.
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Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 5 - Premises and Equipment

The components of premises and equipment at December 31 are as follows:

Land
Premises
Equipment, furniture and fixtures

Less accumulated depreciation and amortization
Total premises and equipment
Note 6 - Deposits

The composition of deposits at December 31 is as follows:

Demand deposits, non-interest bearing
NOW and money market accounts
Savings deposits

Time certificates, $100,000 or more
Other time certificates

Total

2002

$1,125
3,992
4,074
9,191
5,341

$3,850

2002

40,084
52,651
50,542
35,086
46,891

$225,254

2001

$1,125
3,884
4,026
9,035
5,021

$4,014

2001

$ 38,437

50,799
53,929
26,453
45,026

$214,644

Scheduled maturities of time certificates of deposit are as follows for future years ending December 31:

2003
2004
2005
2006
2007

$63,749
6,525
3,014
537
3,152

$81,977

23




Notes to (_onsolidated [Tinancial Statements

Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 7 - Short-Term Borrowings

Short-term borrowings consist of federal funds purchased which generally mature within one to four days
from the transaction date. Information concerning short-term borrowings is summarized as follows for the

years ended December 31:

2002
Average balance during the year $ 174
Average interest rate during the year 2.48 %
Maximum month-end balance during the year $2,790
Balance outstanding at year-end $1,800
Average interest rate at year-end 1.35 %

Note 8 - Long-Term Borrowings

2001

$ 963
5.68 %

$7,580

$ .-
- %

Long-term borrowings at December 31, 2002 represent advances from the Federal Home Loan Bank bear-
ing interest at 3.20% to 4.41% and maturing at 2004 - $2,000; 2005 - $2,000; 2006 - $1,000; and 2009 -
$6,000. The Bank has pledged $41,127 of securities and loans as collateral for these borrowings and short-

term borrowings at December 31, 2002.

Note 9 - Income Taxes

Income taxes are comprised of the following for the years ended December 31:

2002 2001

Current $1,645 $1,296
Deferred (benefit) (82) 223
Total income taxes $1,563 $1,521

2000

$1,505
(81)
$1,424

The tax effects of temporary differences that give rise to significant portions of deferred tax assets and lia-

bilities at December 31 are:

2002

Deferred Tax Assets
Allowance for credir losses $ 730
Deferred compensation 161
Other 8
Total deferred tax assets 899

(continued)

2001

$ 626
230
70
926
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Pacific Financial Corporation and Subsidiary
"~ December 31, 2002 and 2001

Note 9 - Income Taxes (concluded)

Deferred Tax liabilities
Unrealized gain on securities available for sale
Depreciation
Deferred revenue
Total deferred tax liabilities

Net deferred tax habilities

2002 2001
$ 369 $ 210
119 68
884 1,045
1,372 1,323
($ 473) ($ 397)

Net deferred tax liabilities are included in other liabilities on the consolidated balance sheets.

The following is a reconciliation between the statutory and effective federal income tax rate for the years

ended December 31:

2002

Percent

of Pre-tax

Amount Income

Income tax at statutory rate $1,918 35.0%

Adjustments resulting from:

Tax-exempt income (276) {5.0)
Net earnings on life insurance policies (111) (2.0
Other 32 5

Total income tax expense $1,563  28.5%

Note 10 - Employee Benefits

Incentive Compensation Plan

2001 2000
Percent Percent
of Pre-tax of Pre-tax
Amount Income Amount Income
$1,865 35.0% $1,654 35.0%
(272)  (5.1) (236) (5.0)
(26) (.5) (36) (.7)
{(46) (.8) 42 9
§1,521 28.6% $1,424 30.2%

The Bank has a plan that provides incentive compensation to key employees if the Bank meets certain per-
formance criteria established by the Board of Directors. The cost of this plan was $435, $355 and $490 in

2002, 2001 and 2000, respectively.

401(k) Plans

The Bank has established a 401(k) profit sharing plan for those employees who meet the eligibility require-
ments set forth in the plan. Eligible employees may contribute up to 15% of their compensation. Matching
contributions by the Bank are at the discretion of the Board of Directors. Contributions totaled $126, $1135

and $94 for 2002, 2001 and 2000, respectively.

(continued)
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Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 10 - Employee Benefits (concluded)
Director and Employee Deferred Compensation Plans

The Company has director and employee deferred compensation plans. Under the terms of the plans, a
director or employee may participate upon approval by the Board. The participant may then elect to defer
a portion of his or her earnings (directors’ fees or salary) as designated at the beginning of each plan year.
Payments begin upon retirement, termination, death or permanent disability, sale of the Company, the ten-
year anniversary of the participant’s participation date, or at the discretion of the Company. There are cur-
rently two participants in the plans. Total deferrals plus earnings were $110, $304 and $297 at December
31, 2002, 2001 and 2000, respectively. There is no expense to the Company for this plan.

The directors of a bank acquired by the Company in 1999 adopted two deferred compensation plans for
directors - one plan providing retirement income benefits for all directors and the other, a deferred compen-
sation plan, covering only those directors who have chosen to participate in the plan. At the time of adopt-
ing these plans, the Bank purchased life insurance policies on directors participating in both plans which may
be used to fund payments to them under these plans. Cash surrender values on these policies were $2,700
and $2,555 at December 31, 2002 and 2001, respectively. In 2002, 2001 and 2000, the net (benefit)/cost
recorded from these plans, including the cost of the related life insurance, was ($315), ($104) and $30,
respectively. Both of these plans were fully funded and frozen as of September 30, 2000. Plan participants
were given the option to either remain in the plan until reaching the age of 70 or to receive a lump sum dis-
tribution. Participants electing to remain in the plan will receive annual payments over a ten-year period
upon reaching 70 years of age.

Qualified Non-Contributory Defined Benefit Plan

The Company maintained a non-contributory defined benefit plan covering substantially all employees of
the former Bank of the Pacific, which was frozen and terminated on December 31, 2000. The Bank made
annual contributions to the plan equal to the amount accrued for pension expenses, which were invested in
shares of registered investment companies. Final funding of the plan did not occur until 2001 upon receipt
of plan administrator distribution totals. Contributions of $149 and $312 were made in 2001 and 2000,
respectively.

Non-Qualified Deferred Compensation Plan
The Company has a non-qualified deferred compensation plan to cover selected employees. Its annual con-

tributions to the plan totaled $6, $8 and $22 in 2002, 2001 and 2000, respectively. Covered employees may
also contribute to the plan.
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Pacific Financial Corporation and Subsidiary
December 31, 2002 and 2001

Note 11 - Commitments and Contingencies

The Bank is party to financial instruments with off-balance-sheet risk in the normal course of business to
meet the financing needs of their customers. These financial instruments include commitments to extend
credit and standby letters of credit, and involve, to varying degrees, elements of credit risk in excess of the
amount recognized on the balance sheets.

The Bank’s exposure to credit loss in the event of nonperformance by the other party to the financial instru-
ment for commitments to extend credit and standby letters of credit is represented by the contractual amount
of those instruments. The Bank uses the same credit policies in making commitments and conditional obli-
gations as they do for on-balance-sheet instruments. A summary of the Bank’s commitments at December 31
is as follows:

2002 2001
Commitments to extend credit $23,638 $23,262
Standby letters of credit 2,326 1,688

Commitments to extend credit are agreements to lend to a customer as long as there is no violation of any con-
dition established in the contract. Since many of the commitments are expected to expire without being drawn
upon, the total commitment amounts do not necessarily represent future cash requirements. The Bank’s expe-
rience has been that approximately 67% of loan commitments is drawn upon by customers. The Bank evalu-
ates each customer’s creditworthiness on a case-by-case basis. The amount of collateral obtained, if deemed nec-
essary by the Bank upon extension of credit, is based on management’s credit evaluation of the party. Collateral
held varies, but may include accounts receivable, inventory, property and equipment, residential real estate, and
income-producing commercial properties.

Standby letters of credit are conditional commitments issued by the Bank to guarantee the performance of a cus-
tomer to a third party. Those guarantees are primarily issued to support public and private borrowing arrange-
ments. The credit risk involved in issuing letters of credit is essentially the same as that involved in extending
loan facilities to customers. Collateral held varies as specified above, and is required in instances where the Bank
deems necessary.

Certain executive officers have entered into employment contracts with the Bank which provide for contingent
payments subject to future events.

The Bank has agreements with commercial banks for lines of credit totaling $14,700, none of which was used
at December 31, 2002, In addition, the Bank has a credit line with the Federal Home Loan Bank of Seattle
totaling 20% of assets, $12,800 of which was used at December 31, 2002. These borrowings are collateralized
under blanket pledge and custody agreements.

Because of the nature of its activities, the Company is subject to various pending and threatened legal actions
which arise in the ordinary course of business. In the opinion of management, liabilities arising from these
claims, if any, will not have a material effect on the financial position of the Company.
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Pacific Financial Corporation and Subsidiary
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Note 12 - Significant Concentrations of Credit Risk

Most of the Bank’s business activity is with customers and governmental entities located in the state of
Washington, including investments in state and municipal securities. Loans are generally limited by state
banking regulations to 20% of the Bank’s shareholder’s equity, excluding accumulated other comprehensive
income (loss). As of December 31, 2002 the Bank’s loans to companies in the hotel\motel industry totaled
$26,082 or 14% of total loans. Standby letters of credit were granted primarily to commercial borrowers.
The Bank, as a matter of practice, generally does not extend credit to any single borrower or group of bor-
rowers in excess of $4 million.

Note 13 - Stock Options

The Company’s three stock incentive plans provide for granting incentive stock options, as defined under
current tax laws, to key personnel and under the plan adopted in 2000, options not qualified for favorable
tax treatment and other types of stock based awards. Under the first plan, options are exercisable 90 days
from the date of grant. These options terminate if not exercised within ten years from the date of grant, If
after six years from the date of grant fewer than 20% of the options have been exercised, they will expire at
a rate of 20% annually. Under the second plan, the options are exercisable one year from the date of grant,
at a rate of 10% annually. Options terminate if not exercised when they become available, and no additional
grants will be made under these two plans. The plan adopted in 2000, authorizes the issuance of up to a
total of 500,000 shares, (358,504 shares are available for grant at December 31, 2002). Under the 2000
plan, options become exercisable ratably over five years. Under the 2000 plan, the Company may grant up
to 75,000 options for its common stock to a single individual in a calendar year.

The fair value of each option granted in 2001 and 2000 was estimated on the date of grant, based on the
Black-Scholes option pricing model and using the following weighted-average assumptions. There were no
options granted in 2000.

2002 2001
Dividend yield 5.67% 5.51%- 5.76%
Expected Volatility 18.99% 19.13%
Expected life 10 years 10 years
Risk-free interest rate 4.64% - 5.59% 4.92% - 5.19%

The weighted average fair value of options granted during 2002 and 2001 was $3.03 and $2.59, respective-
ly. The Black-Scholes model used by the Company to calculate option values, as well as other currently
accepted option valuation models, were developed to estimate the fair value of freely tradable, fully trans-
ferable options without vesting restrictions, which significantly differ from the Company’s stock option
awards. These models also require highly subjective assumptions, including future stock price volatility and
expected time until exercise, which greatly affect the calculated values. Accordingly, management believes
that this model does not necessarily provide a reliable single measure of the fair value of the Company’s
option awards.

(continuned)
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Note 13 - Stock Options (concluded)

December 31, 2002:

Exercise Number
Price QOutstanding

$ 15.29 17,550

22.22 - 24.00 140,996

27.00 21,250

179,796

Note 14 - Stock Transactions

Pacific Financial Corporation and Subsidiary

is presented below:

2002 2001 2000
Weighted Weighted
Average Average
Exercise Exercise
Shares Price Shares Price Shares
Outstanding at
beginning of year 184,300 $21.19 74,550 $18.21 78,550
Granted 23,996 23.34 126,000 22.22 --
Exercised (21,000) 14.09 (12,750) 12.82 (2,750)
Forfeited (7,500) 22,22 (3,500) 25.63 (1,250)
Outstanding at end of year 179,796 $22.26 184,300 $21.19 74,550
Exercisable at end of year 53,300 $21.08 32,165 $14.40 34.030

Weighted
Average Weighted
Remaining Average
Contractual  Exercise Number
Life (Years) Price Exercisable
4 $15.29 17,550
8 22.41 23,000
7 27.00 12,750
53,300

A summary of the status of the Company’s stock option plans as of December 31, 2002, 2001 and 2000, and
changes during the years ending on those dates,

Weighted
Average
Exercise

Price

$18.13
12.00
27.00

$18.21
$13.65

The following information summarizes information about stock options outstanding and exercisable at

Weighted
Average
Exercise

Price

$15.29
22.22
27.00

In June 2000, the Board of Directors effected a S-for-1 stock split. In addition, the Board of Directors
approved an increase in the number of authorized common shares from 5,000,000 to 25,000,000. Prior year
stock option information has been restated for the split.
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Note 15 - Regulatory Matters

The Company and the Bank are subject to various regulatory capital requirements administered by the fed-
eral banking agencies. Failure to meet minimum capital requirements can initiate certain mandatory and pos-
sibly additional discretionary actions by regulators that, if undertaken, could have a direct material effect on
the Company’s consolidated financial statements. Under capital adequacy guidelines on the regulatory
framework for prompt corrective action, the Bank must meet specific capital adequacy guidelines that
involve quantitative measures of the Bank’s assets, liabilities and certain off-balance-sheet items as calculat-
ed under regulatory accounting practices. The Bank’s capital classification is also subject to qualitative judg-
ments by the regulators about components, risk weightings and other factors.

Quantitative measures established by regulation to ensure capital adequacy require the Company and the
Bank to maintain minimum amounts and ratios (set forth in the table below) of Tier 1 capital (as defined in
the regulations) to total average assets (as defined), and minimum ratios of Tier 1 and total capital (as
defined) to risk-weighted assets (as defined).

As of December 31, 2002, the most recent notification from the Bank’s regulator categorized the Bank as
well capitalized under the regulatory framework for prompt corrective action. To be categorized as well cap-
italized, the Bank must maintain minimum total risk-based, Tier 1 risk-based, and Tier 1 leverage ratios as
set forth in the table. There are no conditions or events since that notification that management believes
have changed the institution’s category.

The Company and the Bank’s actual capital amounts and ratios are also presented in the table. Management
believes, as of December 31, 2002, the Company and the Bank meet all capital requirements to which they
are subject.

To be Well Capitalized

Capital Under Prompt
Adequacy Corrective Action
Actual Purposes Provisions
Amount Ratio Amount Ratio Amount Ratio
December 31, 2002
Tier 1 capital (to average assets):
Consolidated $23,966 8.92% $10,753 4.00% N/A N/A
Bank 23,832 8.87 10,753 4.00 $13,441 5.00%
Tier 1 capital (to risk-weighted assets):
Consolidated 23,966 11.73 8,172 4.00 N/A N/A
Bank 23,832 11.67 8,171 4.00 12,257 6.00
Total capital (to risk-weighted assets):
Consolidated 26,457 12.95 16,344 8.00 N/A N/A
Bank 26,323 12.89 16,342 8.00 20,428 10.00

(continued)
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Note 15 - Regulatory Matters (concluded)
To be Well Capitalized

Capital Under Prompt
Adequacy Corrective Action
Actual Purposes Provisions
Amount Ratio Amount Ratio Amount Ratio
December 31, 2001
Tier 1 capital (to average assets):
Consolidated $23,106 9.49% $ 9,738 4.00% N/A N/A
Bank 23,077 9.48 9,738 4.00 $12,173 5.00%
Tier 1 capital (to risk-weighted assets):
Consolidated 23,106 12.27 7,459 4.00 N/A N/A
Bank 23,077 12.02 7,681 4.00 11,521 6.00
Total capital (to risk-weighted assets):
Consolidated 25,215 13.39 14,918 8.00 N/A N/A
Bank 25,186 13.12 15,362 8.00 19,202 10.00
Note 16 - Fair Values of Financial Instruments
The estimated fair values of the Company’s financial instruments at December 31 are as follows:
2002 2001
Carrying Fair Carrying Fair
Amount Value Amount Value
Financial Assets
Cash and due from banks,
interest-bearing deposits with
banks, and federal funds sold § 8,846 $ 8,846 $ 15,204 $ 15,204
Securities available for sale 52,230 52,230 31,673 31,673
Securities held to maturity 10,362 10,414 4,945 4,942
Federal Home Loan Bank stock 866 866 3,813 3,813
Loans receivable, net 183,031 188,247 174,495 177,569
Loans held for sale 286 286 -- - -
Accrued interest receivable 1,493 1,493 1,403 1,405
Financial Liabilities
Deposits $225,254 $226,146 $214,644 $214,914
Short-term borrowings 1,800 1,800 - - - -
Long-term borrowings 11,000 11,105 - - - -
Accrued interest payable 318 318 441 441

(continued)
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Note 16 - Fair Values of Financial Instruments (concluded)

The Bank assumes interest rate risk (the risk that general interest rate levels will change) as a result of its nor-
mal operations. As a result, the fair values of the Bank’s financial instruments will change when interest rate
levels change and that change may either be favorable or unfavorable to the Bank. Management attempts to
match maturities of assets and liabilities to the extent believed necessary to minimize interest rate risk.
However, borrowers with fixed rate obligations are less likely to prepay in a rising rate environment and more
likely to prepay in a falling rate environment. Conversely, depositors who are receiving fixed rates are more
likely to withdraw funds before maturity in a rising rate environment and less likely to do so in a falling rate
environment. Management monitors rates and maturities of assets and liabilities, and attempts to minimize
interest rate risk by adjusting terms of new loans, and deposits and by investing in securities with terms that
mitigate the Bank’s overall interest rate risk.

Note 17 - Earnings Per Share Disclosures

Following is information regarding the calculation of basic and diluted earnings per share for the years
indicated.

Net Income Shares Per Share
(Numerator) (Denominator) Amount
Year Ended December 31, 2002
Basic earnings per share:
Net income $3,91¢6 2,492,526 $1.57
Effect of dilutive securities:
Options - - 17,869 (.01
Diluted earnings per share:
Net income $3,916 2,510,395 $1.56
Year Ended December 31, 2001
Basic earnings per share:
Net income $3,807 2,491,426 $1.53
Effect of dilutive securities:
Options - - 19,736 {.01)
Diluted earnings per share:
Net income $3,807 2,511,162 §1.52
Year Ended December 31, 2000
Basic earnings per share:
Net income $3,303 2,492,326 $1.33
Effect of dilutive securities:
Options - - 20,493 (.02)
Diluted earnings per share:
Net income $3,303 2,512,819 $1.31

The number of shares shown for "options” is the number of incrementional shares that would result from
the exercise of options and use of the proceeds to repurchase shares at the average market price during the
year.
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Note 18 - Condensed Financial Information - Parent Company Only

Condensed Balance Sheets - December 31
2002 2001
Assets
Cash $ 3,467 $ 3,317
Investment in the Bank 24,549 23,485
Due from the Bank 59 -
Total assets $28,075 $26,802
Liabilities and Shareholders’ Equity
Dividends payable $3,392 $ 3,288
Shareholders’ equity 24,683 23,514
Total liabilities and shareholders’ equity $28,075 $26,802
Condensed Statements of Income - Years Ended December 31
2002 2001 2000
Dividend Income from the Bank $3,200 $3,670 $3,275
Expenses (59) (69) (169)
Income before income taxes 3,141 3,601 3,106
Income Tax Benefit 20 23 18
Income before equity in undistributed income of the Bank 3,161 3,624 3,106

Equity in Undistributed Income of the Bank

Net income

(continued)
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Note 18 - Condensed Financial Information - Parent Company Only (concluded)
Condensed Statements of Cash Flows - Years Ended December 31
2002 2001

Operating Activities
Net income $3,916 $3,807
Adjustments to reconcile net income to
net cash provided by operating activities:

Equity in undistributed income of subsidiary (755) (183)
Other - net (19) (1)
Net cash provided by operating activities 3,142 3,623

Investing Activities
(Increase) decrease in due from the Bank - - 3,178

Financing Activities

Common stock issued 297 164
Dividends paid {3,289) {3,204)
Repurchase of common stock and fractional shares - - (510)
Net cash used in financing activities (2,992) (3,550)
Net increase (decrease) in cash 150 3,251
Cash
Beginning of year 3,317 66
End of year $3,467 $3,317

2000

$3,303

(179)
57
3,181

(1,794)

33
(3,105)

(3,072)
(1,685)

1,751

$ 66
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Note 19 - Quarterly Data (Unaudited)

Year Ended December 31, 2002

Interest income
Interest expense
Net interest income

Provision for credit losses
Non-interest income
Non-interest expenses

Income before income taxes
Income taxes

Net income

Earnings per common share:
Basic
Diluted

Year Ended December 31, 2001

Interest income
Interest expense
WNet interest income

Provision for credit losses
Non-interest income
Non-interest expenses

Income before income taxes
Income taxes

Net income

Earnings per common share:
Basic
Diluted

First
Quarter

$3,880
971
2,909

954
454
1,819
590
182
$ 408

$.16
.16

$4,985
2,151
2,834

102
314
1,808
1,238
361
$ 877

$.35
35

Second
Quarter

$3,930
981
2,949

704
1,873
1,780

534

$1,246

$.50
.50

$4,671
1,766
2,905

98
346
1,759
1,394
429

$ 965

$.39
.38

Third

Quarter

$3,942
1,046
2,896

477
1,848
1,525

452

$1,073

$.43
43

$4,401
1,539
2,862

98
442
1,761
1,445
399
$1,046

$.42
42

Fourth
Quarter

$4,027
993
3,034

424
1,874
1,584

395

$1,189

$.48
47

$4,045
1,074
2,971

282
427
1,865
1,251
332
$919

$.37
.36
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Manag@mcnt’s Discussion and /\nalysis

of

Cinancial Condition and Rcsuits of Opcrations

RESULTS OF OPERATIONS

Years ended December 31, 2002, 2001, and 2000

General. The Company’s net income for 2002 was $3,916,000, a 2.9% increase compared to $3,807,000 in 2001, and
an increase of 18.6% from $3,303,000 in 2000. Basic earnings per share were $1.57, $1.53, and $1.33 for 2002, 2001,
and 2000, respectively. Return on average assets was 1.54%, 1.55%, and 1.34% in 2002, 2001, and 2000 respectively.

Return on average equity was 15.81%, 15.57%, and 14.95%, respectively, in 2002, 2001, and 2000.

The following table presents condensed consolidated statements of income for the Company for each of the years in the

three-year period ended December 31, 2002,

Increase Increase

(Decrease) (Decrease)
{Dollars in thousands) 2002 Amount % 2001 Amount % 2000
Interest income $15,779 $(2,323) (12.8)  $18,102 $(2,170) (10.7) §20,272
Interest expense 3,991 (2,539) (38.9) 6,530 (2,067) (24.0) 8,597
Net interest income 11,788 216 1.9 11,572 {103) .9y 11,675
Provision for credit losses 954 374 64.5 580 {55) (8.7) 635

Net interest income after

provision for credit losses 10,834 (158) (1.4) 10,992 (48) (.4) 11,040
Other operating income 2,059 530 347 1,529 312 25. 1,217
Other operating expense 7,414 221 3.1 7,193 (337) (4.5} 7,530
Income before income taxes 5,479 151 2.8 5,328 601 12.7 4,727
Income taxes 1,563 42 2.8 1,521 97 6.8 1,424
Net income 3,916 109 2.9 3,807 504 15.3 3,303

Net Interest Income. The Company derives the majority of its earnings from net interest income, which is the difference
between interest income earned on interest earning assets and interest expense incurred on interest bearing liabilities. The
following table sets forth information with regard to average balances of the interest earning assets and interest bearing
liabilities and the resultant yields or cost, net interest income, and the net interest margin.

37




Managcment’s Discussion and Analjjsis

Year Ended December 31, 2002
Interest
Average Income Avg
Balance (Expense) Rate
Assets (dollars in thousands)
Earning assets:
Loans $ 178,765 $13,212% 6.95%
Investment Securities:
Taxable 32,991 1,541 4.67%
Tax-Exempt 14,510 1,165% 8.03%
Total investment securities 47,501 2,706 5.70%
Federal Home Loan Bank Stock 3,102 186 6.01%
Federal funds sold and deposits in banks 5,644 107 1.90%
Total earning assets/interest income $ 235,013 $ 16,211 6.90%
Cash and due from banks 8,331
Bank premises and equipment (net) 3,930
Other assets 9,552
Allowance for credit losses (2,515)
Total assets $ 254,310
Liabilities and Shareholders’ Equity
Interest bearing liabilities:
Deposits:
Savings and interest-bearing demand $ 104,111 $ (1,080 1.04%
Time 79,664 (2,667) 3.35%
Total deposits 183,775 (3,747) 2.04%
Short-term borrowings 174 4) 2.48%
Long-term borrowings 6,548 (240) 3.67%
Total interest-bearing liabilities/Interest expense $ 190,497 $ (3,991) 2.10%
Demand deposits 36,180
Other liabilities 2,867
Shareholders’ equity 24,766
Total liabilities and shareholders’ equity $ 254,310
Net interest income $ 12,220%
Net interest income as a percentage of average earning assets
Interest income 6.90%
Interest expense 1.70%
Net interest income 5.20%

* Tax equivalent basis ~ 34% tax rate used

Nonaccrual loans are included in “loans.”
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2001 2000
Interest Interest
Average Income Avg Average Income Avg

Balance (Expense) Rate Balance (Expense) Rate

$170,628 $15,032% 8.81% $165,834 $16,500% 9.95%

27,360 1,638 5.99% 45,857 2,812 6.13%

15,042 1,225* 8.14% 13,187 1,007% 7.64%

42,402 2,863 6.75% 59,044 3,819 6.47%

3,657 251 6.86% 3,450 223 6.43%

11,339 410 3.61% 2,258 148 6.55%

$228,026 $18,556 8.14% $230,586 $20,690 8.97%
8,448 8,599
4,104 3,728
6,822 5,447
(1,912) (1,997)
$245,488 $246,548

$105,846 $(2,395) 2.26% $109,266 $ (4,483) 4.10

75,819 (3,945) 5.20% 68,516 {3,537) 5.16

181,665 {6,340) 3.49% 177,782 (8,020) 4.51

3,065 (190) 6.20% 8,876 (577) 6.50

$184,730 $ (6,530} 3.53% $186,658 $ (8,597) 4.61
33,419 34,343
2,888 3,457
24,766 24,451 22,090
$245,488 $239,513

$12,026* $12,093*

8.14% 8.97%

2.86% 3.73%

5.28% 5.24%

Interest income on loans include loan fees of $778,605, $708,270, and $822,516 in 2002, 2001, and 2000, respectively.

For purposes of computing the average vield, the Company used historical cost balances which do not give effect to
changes in fair value that are reflected as a component of shareholders’ equity.
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Net interest income increased 1.9% to $11,788,000 in 2002 compared to 2001. The increase is primarily the result of a
decreased interest rate environment. The Company’s interest income decreased 12.8% to $15,779,000 in 2002 from
$18,102,000 in 2001, This decrease, also due to declining interest rates, was substantially offset by a 38.9% decrease in
interest expense from $6,530,000 in 2001 to $3,991,000 in 2002,

The Company’s average loan portfolio increased $8,137,000, or 4.8%, from 2001. A large portion of the Company’s loan
portfolio rates are tied to variable rate indexes. Given the unprecedented drop in rates experienced in 2001 and the 50
basis point drop in prime rate in 2002, the decrease in rates overshadowed the growth in the portfolio, causing a decline
in interest income earned.

The Company’s average investment portfolio increased $5,099,000 or 12% from 2001. These investments, along with the
proceeds from long-term borrowings during the third quarter of 2002, were invested in various long-term investment
products. This resulted in an increase in earnings on the investment portfolio due to the change in yield earned on long-
term products versus short-term products. The Company’s average investment portfolio decreased $16,642,000 or 28.2%
during 2001 from 2000. The changes in 2001 were primarily U.S. Government agency securities due to call options being
exercised by the issuers. Proceeds from the portfolio decrease were used to decrease short term borrowings during 2001

The Company’s average deposits increased $2,110,000 or 1.2% from 2001, Along with the increase in average deposits,
the Company was able to reprice its deposit offerings to current market rates more quickly than loans repriced, yielding
a decrease in Interest expense.

The Company increased its average borrowings during 2002 by $3,657,000 or 119.3%. These borrowings consist of
advances from the Federal Home Loan Bank of Seattle. The proceeds were used to fund loan growth and for investment
purposes.

Net interest margins were 5.20%, 5.28%, and 5.24% for the years ended December 31, 2002, 2001, and 2000, respectively.

The following table presents changes in net interest income attributable to changes in volume or rate. Changes not sole-
ly due to volume or rate are allocated to volume and rate based on the absolute values of each.

2002 compared to 2001 2001 compared to 2000
Increase (decrease) due to Increase (decrease) due to
(Dollars in thousands) Volume Rate Net Volume Rate Net
Interest earned on:
Loans $690 $(2,510) $(1,820) $466 $(1,934) $(1,468)
Securities:
Taxable 301 {398) {97) {1,109) (65) {1,174)
Tax-exempt {43) (17) (60) 148 70 218
Total securities 258 (415) (157) (961) 5 {956)
Federal Home Loan Bank Stock (35) (30) (63) 14 15 29
Federal funds sold and interest
bearing deposits in other banks (156) (147) (303) 354 (93) 261
Total interest earning assets 757 (3,102) (2,345) (127) (2,007) (2,134)
Interest paid on:
Savings and interest bearing
demand deposits 39 1,276 1,315 (136) (1,952) (2,088)
Time deposits (191) 1,469 1,278 380 28 408
Other borrowings (157) 103 (54) (362) (25) (387)
Total interest bearing liabilities (309) 2,848 2,539 (118) (1,949) (2,067)
Change in net interest income 448 (254) {194) (9) (58) (67)
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Non-Interest Income. Non-interest income was $2,059,000 for 2002, an increase of $530,000 or 34.7% from 2001 when
it totaled $1,529,000. The 2001 amount was an increase of $312,000 or 25.6% compared to the 2000 rotal of
$1,217,000.

In 2002, service charges on deposit accounts increased $241,000 or 29.1% to a total of $1,069,000 compared to
$828,000 in 2001. The 2001 total was up $151,000 or 22.3% compared to the 2000 total of $677,000. During the sec-
ond half of 2001, a new customer overdraft protection program was implemented which contributed to the increase in
service charges on deposit accounts during both 2001 and 2002.

Income from sources other than service charges on deposit accounts totaled $987,000 in 2002, an increase of $318,000
from 2001, or 47.4%. The primary reason for the increase was income from foreclosed real estate, which totaled
$132,000. In addition, during 2002, the Bank sold two parcels of foreclosed real estate and realized a profit on sale of
$160,000. The properties consisted of a motel and a medical care facility. Other major components of non-interest
income were credit card income and bank owned life insurance income. Additional bank owned life insurance was pur-
chased during fourth quarter 2001 which resulted in higher earnings during 2002. Income from other sources for 2001
was $669,000, an increase of $138,000 or 26% compared to 2000, primarily due to collecting operating revenues from
a motel that was brought into foreclosed real estate.

The following table represents the principal categories of non-interest income for each of the years in the three-year
period ended December 31, 2002.

Increase Increase
{Decrease) (Decrease)

(Dollars in thousands) 2002  Amount % 2001  Amount % 2000
Service charges on

deposit accounts $1,069 $241 29.1%  $828 $151 22.3% $677
Mortgage broker fees 3 (29) (90.6)% 32 23 255.0% 9
Net gain on sale of securities — -~ — — — — —
Other operating income 987 318 47.5% 669 138 26.0% 531
Total non-interest income 2,059 530 34.7% 1,529 312 25.6% 1,217

Non-Interest Expense. Total non-interest expense was $7,414,000, an increase of $221,000 or 3.1% compared to
$7,193,000 in 2001. In 2001 non-interest expense decreased $337,000 or 4.5% compared to $7,530,000 in 2000.

Salary and employee benefits increased by $138,000, or 3.4%, in 2002 to $4,196,000 and decreased by $77,000, or
1.9%, in 2001. The increase in 2002 was primarily due to addition of staff and normal merit increases.

Occupancy and equipment expense increased $21,000 or 2.2% in 2002 and decreased $176,000 or 15.5% in 2001. The
increase in 2002 was due to costs associated with maintenance of buildings, equipment, utilities and property taxes. The
2001 decrease was the result of a decline in equipment maintenance expense and reduced equipment depreciation
expense.

Other expense increased $62,000 or 2.9% in 2002 compared to a decrease of $84,000 or 3.7% in 2001 over 2000. The
increase in 2002 is due to an increase in advertising expense of $30,000, professional fees of $35,000 and data process-
ing cost of $47,000, which offset decreases in legal expense of $33,000, travel expenses $10,000 and loan collection
expense of $22,000. The decrease in 2001 is related primarily to lower advertising expense of $20,000, non-recurring
deferred director fees of $160,000 paid in 2000, decreased insurance expense of $26,000 and an increase in foreclosed
real estate expenses of $127,000 primarily due to the operations of a motel.
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The following table represents the principal categories of non-interest expense for each of the years in the three-year
period ended December 31, 2002.

Increase Increase
(Decrease) {Decrease)
{Dollars in thousands) 2002 Amount % 2001 Amount % 2000
Salaries and employee benefits $4,196 $138 3.4% $4,058  $ (77 (1.9%) $4,135
Occupancy and equipment 984 21 22% 963 (176) (15.5%) 1,139
Other expense 2,234 62 2.9% 2,172 (84) (3.7%) 2,256
Total non-interest expense $7,414 $221 3.1% $7,193 $ (337) (4.5%) §7,530

CRITICAL ACCOUNTING POLICY

The Company’s consolidated financial statements are prepared in accordance with accounting principles generally accept-
ed in the United States of America. The financial information contained within these statements is, to a significant extent,
financial information that is based on approximate measures of the financial effects of transactions and events that have
already occurred. Based on its evaluation of accounting policies that involve the most complex and subjective decisions
and assessments, management has identified its most critical accounting policy as related to the allowance for credit loss-
es. The Company’s allowance for credit loss methodology incorporates a variety of risk considerations, both quantitative
and qualitative, in establishing an allowance for credit losses that management believes is appropriate at each reporting
date. Quantitative factors include the Company’s historical loss experience, delinquency and charge-off trends, collater-
al values, changes in nonperforming loans, and other factors, Quantitative factors also incorporate known information
about individual loans, including borrowers’ sensitivity to interest rate movements. Qualitative factors include the gen-
eral economic environment in the Company’s markets, including economic conditions and, in particular, the state of cer-
tain industries. Size and complexity of individual credits in relation to loan structure, existing loan policies and pace of
portfolio growth are other qualitative factors that are considered in the methodology. As the Company adds new prod-
ucts and increases the complexity of its loan portfolio, it intends to enhance its methodology accordingly. A materially
different amount could be reported for the provision for credit losses in the statement of operations to change the
allowance for credit losses if management’s assessment of the above factors were different. This discussion and analysis
should be read in conjunction with the Company’s financial statements and the accompanying notes presented elsewhere
herein, as well as the portion of this Management’s Discussion and Analysis section entitled "Lending — Allowance and
Provision for Credit Losses". Although management believes the levels of the allowance as of both December 31, 2002
and 2001 were adequate to absorb losses inherent in the loan portfolio, a decline in local economic conditions, or other
factors, could result in increasing losses that cannot reasonably be predicted at this time.

ASSET AND LIABILITY MANAGEMENT

The largest component of the Company’s earnings is net interest income. Interest income and interest expense are affect-
ed by general economic conditions, competition in the market place, market interest rates and repricing and maturity
characteristics of the Company’s assets and liabilities. Exposure to interest rate risk is primarily a function of differences
between the maturity and repricing schedules of assets (principally loans and investment securities) and liabilities (prin-
cipally deposits). Assets and liabilities are described as interest sensitive for a given period of time when they mature or
can reprice within that period. The difference between the amount of interest sensitive assets and interest sensitive liabil-
ities is referred to as the interest sensitive "GAP" for any given period. The "GAP" may be either positive or negative. If
positive, more assets reprice than liabilities. If negative, the reverse is true.

Certain shortcomings are inherent in the interest sensitivity "GAP” method of analysis. Complexities such as prepayment
risk and customer responses to interest rate changes are not taken into account in the "GAP" analysis. Accordingly, man-
agement also utilizes a net interest income simulation model to measure interest rate sensitivity Simulation modeling gives
a broader view of net interest income variability, by providing various rate shock exposure estimates. Management
regularly reviews the interest rate risk position and provides measurement reports to the Board of Directors.
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The following table shows the dollar amount of interest sensitive assets and interest sensitive liabilities at December 31,
2002 and differences between them for the maturity or repricing periods indicated.

Due after
Duein one onethrough  Due after

(dollars in thousands) year or less five years five years Total
Interest earning assets
Loans $70,081 $ 45,383 $70,326 $185,790
Investment securities 23,856 18,445 20,291 62,592
Fed Funds and interest bearing balances with banks 373 -0- -0- 373
Federal Home Loan Bank Stock -0- -0- 866 866
Total interest earning assets $94,310 $ 63,828 $91,483 §249,621
Interest bearing liabilities
Interest bearing demand deposits $31,030 $ -0- $ -0- $ 31,030
Savings deposits 72,163 -0- -0- 72,163
Time deposits 71,441 10,53 -0- 81,977
Short term borrowings 1,800 -0- -0- 1,800
Long term borrowings -0- 5,000 6,000 11,000
Total interest bearing liabilities $176,434 §15,536 $ 6,000 $197,970
Net interest rate sensitivity GAP $(82,124) $48,292 $85,483 $ 51,651
Cumulative interest rate sensitivity GAP $(33,832) $51,651 51,651
Cumulative interest rate sensitivity GAP

as a % of earning assets (13.6%) 20.7% 20.7%

The following table shows the dollar amount of interest sensitive assets and interest sensitive liabilities at December 31,
2001 and difference between them for the maturity or repricing periods indicated.

Due after
Due in one one through Due after

{dollars in thousands) year or less  five years  five years Total
Interest earning assets
Loans $ 88,042 $34,490 $54,072 $176,604
Investment securities 12,820 14,358 9,440 36,618
Fed Funds and interest

bearing balances with banks 4,973 -0- -0- 4,973
Federal Home Loan Bank Stock -0- -0- 3,813 3,813
Total interest earning assets $105,833 $48,848 $67,325 $222,008
Interest bearing liabilities
Interest bearing demand deposits $ 27,120 $ -0- § -0 $ 27,120
Savings deposits 77,608 -0- -0- 77,608
Time deposits 59,037 12,442 -0- 71,479
Short term borrowings -0- -0- -0- -0-
Total interest bearing liabilities $163,765 $12,442 $-0- $176,207
Net interest rate sensitivity GAP $(57,930) $36,406 $67,325 $ 45,801
Cumulative interest rate sensitivity GAP $(21,524) $45,801 $45,801
Cumulative interest rate sensitivity GAP

as a % of earning assets (9.7%) 20.6% 20.6%
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Effects of Changing Prices. The results of operations and financial conditions presented in this report are based on his-
torical cost information, and are unadjusted for the effects of inflation. Since the assets and liabilities of financial insti-
tutions are primarily monetary in nature, the performance of the Company is affected more by changes in interest rates
than by inflation. Interest rates generally increase as the rate of inflation increases, but the magnitude of the change in
rates may not be the same.

The effects of inflation on financial institutions is normally not as significant as its influence on businesses which have
investments in plants and inventories. During periods of high inflation there are normally corresponding increases in the
money supply, and financial institutions will normally experience above-average growth in assets, loans and deposits.
Inflation does increase the price of goods and services, and therefore operating expenses increase during inflationary
periods.

INVESTMENT PORTFOLIO

The Company’s investment securities portfolio increased $25,974,000, or 70.9% during 2002 to $62,592,000 at year
end from $36,618,000 in 2001, which was a $18,454,000 decrease over 2000. The changes in 2002 were primarily in
U.S. Government agency mortgaged backed securities and in other securities which grew primarily in short term mutu-
al fund securities. Based on the low interest rate environment during 2002, the Bank borrowed long term funds from the
Federal Home Loan Bank of Seattle totaling $7,000,000 and purchased U.S. Government agency mortgage backed secu-
rities. The transaction resulted in a yield spread of 195 basis points.

The carrying values of investment securities at December 31 in each of the last three years are as follows:

{dollars in thousands) 2002 2001 2000
Treasury securities $ -0- $ -0- $ 500
U.S. Agencies securities 25,775 6,872 27,613
Obligations of states and political subdivisions 15,849 16,658 13,554
Other securities 20,968 13,088 13,405
Total $62,592 $36,618 $55,072

The following table presents the maturities of investment securities at December 31, 2002. Taxable equivalent values are
used in calculating yields assuming a tax rate of 34%.

Due after Due after
Due in one  one through five through  Due after
(dollars in thousands) year or less five years ten years ten years Total
U.S. Agency securities $ 4,527 $ 1,684 $5,871 $13,693 $25,775
Weighted average yield 4.64% 6.29% 3.74% 4.75%
Obligations of states and political
subdivisions 896 7,818 4395 2,740 15,849
Weighted average yield 6.30% 6.15% 6.58% 6.60%
Other securities 18,371 2,597 -0- -0- 20,968
Weighted average yield 3.40% 6.22% -0- -0-
Total $23,794 $ 12,099 § 10,266 $ 16,433 $62,592
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LENDING

General. The Company’s policy is to originate loans primarily in its local markets. Depending on the purpose of the loan,
the loans may be secured by a variety of collateral, including business assets, real estate, and personal assets.

The following table sets forth the composition of the Company’s loan portfolio at December 31 in each of the past five
years.

(dollars in thousands) 2002 2001 2000 1999 1998
Commercial $ 69,794 $ 72,427 $ 63,827 $ 56,198 $ 48,455
Real Estate Construction 9,697 6,554 6,118 3,325 4,929
Real Estate Mortgage 101,151 91,714 96,334 88,905 90,027
Installment 4,114 4,941 4,612 3,379 3,104
Credit cards and overdrafts 1,034 968 1,277 857 764
Total $185,790 $176,604 $177,168 §152,664 $147,280

Loan Maturities and Sensitivity in Interest Rates. The following table presents information related to maturity distribu-
tion and Interest rate sensitivity of commercial and real estate construction loans outstanding, based on scheduled
repayments at December 31, 2002.

Due after
Duein one  one through  Due after
(dollars in thousands) year or less five years five years Total
Commercial $ 39,141 $ 18,648 $ 12,005 $ 69,794
Real estate construction 5,596 915 3,186 9,697
Total $ 44,737 $ 19,563 $15,191 § 79,491
Total loans maturing after one year with
Predetermined interest rates (fixed) $ 37,290 $ 76,008 $113,298
Floating or adjustable rates (variable) 9,897 511 10,408
Total § 47,187 § 76,519 $123,706

At December 31, 2002, 37.7% of the loan portfolio presented above was due in one year or less.

Risk Elements. Risk elements include accruing loans past due ninety days or more, non-accrual loans, and loans which
have been restructured to provide reduction or deferral of interest or principal for reasons related to the debtor’s finan-
cial difficulties. The Company’s policy for placing loans on non-accrual status is based upon management’s evaluation
of the ability of the borrower to meet both principal and interest payments as they become due. Generally, loans with
interest or principal payments which are ninety or more days past due are placed on non-accrual, unless they are well-
secured and in the process of collection, and the interest accrual is reversed against income.
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The following table presents information related to the Company’s non-accrual loans and other non-performing assets
at December 31 in each of the last five years.

(dollars in thousands) 2002 2001 2000 1999 1998
Non-accrual loans $1,864 $1,254 $3,128 $ 175 $ 15
Accruing loans past due

90 days or more 2 79 292 140 4
Restructured loans 0 0 0 0 0
Foreclosed real estate owned 686 1,040 0 177 0

Non-accrual loans increased approximately $610,000 to $1,864,000 in 2002 from 2001. The total is net of charge-offs
based on management’s estimate of fair market value or the result of appraisals. The properties consist of real estate and
commercial real estate properties. During 2002, sales of foreclosed real estate owned totaled $1,421,000. At December
31, 2002, the balance remaining in foreclosed real estate owned totaled $686,000. Non-accrual loans decreased
$1,874,000 to $1,254,000 at year-end 2001 after increasing to $3,128,000 in 2000, and increasing to $175,000 in 1999
from $15,000 in 1998. The increase in non-accrual loans experienced in 2000 was attributable to the decline in the
regional and national economies and the local agriculture economy. Interest income on non-accrual loans that would
have been recorded had those loans performed in accordance with their initial terms, as of December 31, was $118,000
for 2002, $75,000 for 2001, $168,000 for 2000, $10,000 for 1999 and $20,000 for 1998. Interest income recognized
on impaired loans for 2002 was $13,000, for 2001 was $2,000, for 2000 was $31,000, for 1999 was $11,000, and was
none for 1998.

There are $2,000 of loans which are ninety days or more past due and still accruing at year-end 2002. The loans in man-
agement’s opinion are adequately collateralized and, if foreclosure and sale of collateral is necessary, no loss will be
incurred.

Loan Concentrations. The Company has credit risk exposure related to real estate loans. The Company makes real estate
loans for construction and loans for other purposes which are secured by real estate. At December 31, 2002 loans secured
by real estate totaled $110,848,000, which represents 59.6% of the total loan portfolio. Real estate construction loans
comprised $9,697,000 of that amount, while real estate loans secured by residential properties totaled $29,945,000. As
a result of these concentrations of loans, the loan portfolio is susceptible to changes in economic and market conditions
in the Company’s market areas. The Company generally requires collateral on all real estate exposures and typically
maintains loan-to-value ratios of no greater than 80%.

Allowance and Provision for Credit Losses. The allowance for credit losses reflects management's current estimate of the
amount required to absorb losses on existing loans and commitments to extend credit. Loans deemed uncollectible are
charged against and reduce the allowance. Periodically, a provision for credit losses is charged to current expense. This
provision acts to replenish the allowance for credit losses and to maintain the allowance at a level that management
deems adequate. There is no precise method of predicting specific loan losses or amounts that ultimately may be charged
off on segments of the loan portfolio. The determination that a loan may become uncollectible, in whole or in part, is a
matter of judgment. Similarly, the adequacy of the allowance for credit losses can be determined only on a judgmental
basis, after full review, including (a) consideration of economic conditions and the effect on particular industries and spe-
cific borrowers; (b) a review of borrowers’ financial data, together with industry data, the competitive situation, the bor-
rowers’ management capabilities and other factors; {c) a continuing evaluation of the loan portfolio, including monitor-
ing by lending officers and staff credit personnel of all loans which are identified as being of less than acceptable quali-
ty; (d) an in-depth appraisal, on a monthly basis, of all loans judged to present a possibility of loss (if, as a result of such
monthly appraisals, the loan is judged to be not fully collectible, the carrying value of the loan is reduced to that portion
considered collectible); and (e) an evaluation of the underlying collateral for secured lending, including the use of inde-
pendent appraisals of real estate properties securing loans. A formal analysis of the adequacy of the allowance is con-
ducted monthly and is reviewed by the Board of Directors. Based on this analysis, management considers the allowance
for credit losses to be adequate.
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Periodic provisions for loan losses are made to maintain the allowance for credit losses at an appropriate level. The pro-
visions are based on an analysis of various factors including historical loss experience based on volumes and types of
loans, volumes and trends in delinquencies and non-accrual loans, trends in portfolio volume, results of internal and inde-
pendent external credit reviews, and anticipated economic conditions.

Transactions in the allowance for credit losses for the five years ended December 31, 2002 are as follows:

(dollars in thousands) 2002 2001 2000 1999 1998
Balance at beginning of year $ 2,109 $ 2,026 $ 1,930 $ 1,864 $ 1,937
Charge-offs:
Commercial 131 170 554 114 9
Real estate loans 461 366 0 0 194
Credit card 16 13 6 13 18
Installment 24 15 8 7 0
Total charge-offs § 632 $ 564 § 568 $ 134 § 221
Recoveries:
Commercial $ 11 $ 54 $ 15 $ 23 $ 34
Real estate loans 28 0 12 110 0
Credit card 2 0 0 6
Installment 1 13 2 1 1
Total recoveries $ 42 $ 67 $ 29 $ 140 $ 38
Net charge-offs (recoveries) 590 497 539 (6) 183
Provision for credit losses 954 580 635 60 110
Balance at end of year $ 2,473 $ 2,109 § 2,026 $ 1,930 S 1,864

Ratio of net charge-offs (recoveries)
To average loans outstanding 33% 29% 33% 13%

The allowance for credit losses was $2,473,000 at year-end 2002, compared with $2,109,000 at vear-end 2001, an
increase of $364,000 or 17.3%. The aggregate increase resulted from the provision of $954,000 and net charge-offs total-
ing $590,000 in 2002. The increased level of allowance for credit losses was primarily due to changes in the composition
of the loan portfolio and increased loss factors utilized in the allowance for loan loss analysis. Changes in the composi-
tion of the loan portfolio included a 3.6% decrease in commercial loans, while real estate construction and real estate
mortgage loans increased 12.8%. Estimated loss factors used in the allowance for credit loss analysis are established
based in part on historic charge-off data by loan category and economic conditions. Based on the trends in historical
charge-offs analysis, the loss factors used in the allowance for credit loss analysis for commercial loans and real estate
loans were increased during the year ended December 31, 2002.

Based on the methodology used for credit loss analysis, management deemed the allowance for credit losses of $2.47 mil-
lion at December 31, 2002 (1.33% of loans receivable and 132.67% of non-performing loans) adequate to provide for
estimated losses based on an evaluation of known and inherent risks in the loan portfolio at that date.

The allowance for credit losses during 2001 increased $83,000 compared to year-end 2000. The total allowance for cred-
it losses was $2,109,000 at year-end 2001 and $2,026,000 in 2000. The aggregate increase during 2001 was the result
of the provision of $580,000 and net charge-offs. The allowance increased in 2000 from the provision of $635,000 and
net charge-offs. The allowance for credit losses as a percentage of total loans cutstanding was 1.19% at year-end 2001,
1.14% at year-end 2000 and 1.26% in 1999. The allowance for credit losses at year-end 1999 was $1,930,000 and
$1,864,000 in 1998. The net recoveries were $6,000 in 1999 and provisions for credit losses were $60,000. The net
charge-offs for 1998 were $183,00 and provisions for credit losses were $110,000. The allowance for credit losses as a
percentage of total loans outstanding at year-end 1998 was 1.27%.
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In May 1993, the Financial Accounting Standards Board (FASB) issued SFAS No. 114, "Accounting by Creditors for
Impairment of a Loan" and in October 1996, issued SFAS No. 118, "Accounting by Creditors for Impairment of a
Loan—Income Recognition Disclosures, an amendment to SFAS No. 114", The Company measures impaired loans based
on the present value of expected future cash flows discounted at the loan's effective interest rate or, as a practical expe-
dient, at the loan's observable market price or the fair market value of the collateral if the loan is collateral dependent.
The Company excludes loans that are currently measured at fair value or at the lower of cost or fair value, and certain
large groups of smaller balance homogeneous loans that are collectively measured for impairment. The following table
summarizes the Bank’s impaired loans at December 31:

(dollars in thousands) 2002 2001 2000 1999 1998
Total Impaired Loans $2,314 $1,662 $3,128 $ 175 $ 15
Total Impaired Loans with Valuation Allowance 18 1,180 1,114
Valuation Allowance related to Impaired Loans 2 143 412 -

No allocation of the allowance for credit losses was considered necessary for the remaining impaired loans. The balance
of the allowance for credit losses in excess of these specific reserves is available to absorb losses from all loans.

It is the Company's policy to charge-off any loan or portion of a loan that is deemed uncollectible in the ordinary course
of business. The entire allowance for credit losses is available to absorb such charge-offs. The Company allocates its
allowance for credit losses primarily on the basis of historical data. Based on certain characteristics of the portfolio,
losses can be anticipated for major loan categories.

The following table presents the allocation of the allowance for credit losses among the major loan categories based pri-
marily on their historical net charge-off experience and other business considerations at December 31 in each of the last
five years.

% of % of % of % of % of

2002 Total 2001 Total 2000 Total 1999 Total 1998  Total

(dollars in thousands) Reserve Loans Reserve Loans Reserve Loans Reserve Loans Reserve Loans

Commercial loans $ 967  37% 548 41% $ 689  39% $ 720 37% § 710 33%

Real estate loans 1,406  60% 1,413  56% 1,256  58% 1,153  60% 1,091  64%

Consumer loans 100 3% 148 3% 81 3% 58 3% 63 3%

Total allowance $2,473 100% 2,109 100% $2,026 100% $1,930 100% $1,864 100%
Ratio of allowance for credit
losses to loans outstanding

at end of year 1.33% 1.19% 14% 1.26% 1.27%

The table indicates an increase of $419,000 from December 31, 2001 to December 31, 2002 in the allowance related to
commercial loans, which was offset by decreases of $7,000 in real estate loans and $48,000 in consumer loans during
the same period ended December 31, 2002.

DEPOSITS

The Company’s primary source of funds has historically been customer deposits. A variety of deposit products are offered
to attract customer deposits. The products include non-interest bearing demand accounts, negotiable order of withdraw-
al (NOW) accounts, savings accounts, and time deposits. Interest-bearing accounts earn interest at rates established by
management, based on competitive market factors and the need to increase or decrease certain types of maturities of
deposits. The Company has succeeded in growing its deposit base over the last three years despite increasing competition
for deposits in our markets. The Company believes that it has benefited from its local identity and superior customer serv-
ice. Attracting deposits remains integral to the Company’s business as it is the primary source of funds for loans and a
major decline in deposits or failure to attract deposits in the future could have an adverse effect on operations.
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The following table sets forth the average balances for each major category of deposits and the weighted average

interest rate paid for deposits for the periods indicated.

(dollars in thousands) 2002 Rate 2001 Rate 2000 Rate
Demand deposits $ 36,180 0.00% $ 33,419 0.00% $ 34,343 0.00%
Interest bearing demand deposits 29,137 76% 26,949 2.09% 26,416 2.51%
Savings deposits 74,974 1.15% 78,897 2.32% 82,850 3.65%
Time deposits 79,664 3.35% 75,819 5.20% 68,516 5.16%

Total $219,955 1.70% $215,084 3.49% §$212,125 3.78%
Maturities of time certificates of deposit as of December 31, 2002 are summarized as follows:

Under Over

(dollars in thousands) $100,000 $100,000 Total
3 months or less $20,784 $15,820 $36,604
Over 3 through 6 months 6,662 7,961 14,623
Over 6 through 12 months 13,237 6,977 20,214
Over 12 months 5,786 4,750 10,536

Total $46,469 $35,508 $81,977

SHORT-TERM BORROWINGS

The following is information regarding the Company’s short-term borrowings for the years ended December 31, 2002,

2001 and 2000.

(dollars in thousands) 2002 2001 2000
Amount outstanding at end of period $1,800 $ 0 $11,358
Weighted average interest rate thereon 1.35% 0% 6.39%
Maximum amount outstanding at any month end during period $2,790 $7,580 $11,358
Average amounts outstanding during the period 174 963 9,036
Weighted average interest rate during period 2.48% 5.68% 6.39%
KEY FINANCIAL RATIOS

Year ended December 31, 2002 2001 2000 1999 1998
Return on average assets 1.54% 1.55% 1.34% 1.64% 1.80%
Return on average equity 15.81% 15.57% 14.95% 17.26% 18.57%
Average equity to average assets ratio 9.74% 9.96% 8.96% 9.49% 9.69%
Dividend payout ratio 87.00% 86.00% 97.00% 79.00% 60.00%

LIQUIDITY AND CAPITAL RESOURCES

Liguidity. The primary concern of depositors, creditors and regulators is the Company’s ability to have sufficient funds
readily available to repay liabilities as they mature. In order to ensure adequate funds are available at all times, the
Company monitors and projects the amount of funds required on a daily basis. Through the Bank, the Company obtains
funds from its customer base, which provides a stable source of "core" demand and consumer deposits.
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Other sources are available with borrowings from the Federal Home Loan Bank of Seattle and correspondent banks.
Liquidity requirements can also be met through disposition of short-term assets. In management’s opinion, the Company
maintains an adequate level of liquid assets, consisting of cash and due from banks, interest bearing deposits with banks,
and federal funds sold to support the daily cash flow requirements.

Management expects to continue to rely on customer deposits as the primary source of liquidity, but may also obtain lig-
uidity from maturity of its investment securities, sale of securities currently available for sale, net income, and other bor-
rowings. Although deposit balances have shown historical growth, deposit habits of customers may be influenced by
changes in the financial services industry, interest rates available on other investments, general economic conditions, con-
sumer confidence, and competition. Borrowings may be used on a short-term basis to compensate for reductions in
deposits, but are generally not considered a long term solution to liquidity issues. Therefore, reductions in deposits could
adversely affect the Company’s results of operations.

Capital. The Company endeavors to maintain equity capital at an adequate level to support and promote investor confi-
dence. The Company conducts its business through the Bank. Thus, the Company needs to be able to provide capital and
financing to the Bank should the need arise. The primary sources for obtaining capital are additional stock sales and
retained earnings. Total shareholders’ equity averaged $24,766,000 in 2002, compared to $24,451,000 in 2001, an
increase of 1.3%, and $22,090,000 in 2000, a decrease of 2.8% compared to 1999.

The Company’s Board of Directors considers financial results, growth plans, and anticipated capital needs in formulat-
ing its dividend policy. The payment of dividends is subject to adequate financial results of the Bank, and limitations
imposed by law and governmental regulations.

The Federal Reserve has established guidelines that mandate risk-based capital requirements for bank holding companies.
Under the guidelines, one of four risk weights is applied to balance sheet assets, each with different capital requirements
based on the credit risk of the asset. The Company’s capital ratios include the assets of the Bank on a consolidated basis
in accordance with the requirements of the Federal Reserve. The Company’s capital ratios have exceeded the minimum
required to be classified "well capitalized” for each of the past three years.

The following table sets forth the minimum required capital ratios and actual ratios for December 31, 2002 and 2001.

Capital
Adequacy

Actual Purposes
(dollars in thousands) Amount Ratio Amount Ratio
December 31, 2002
Tier 1 capital (to average assets) $23,966 9.42% $10,172 4.00%
Tier 1 capital (to risk-weighted assets) 23,966 11.73% 8,172 4.00%
Total capital (to risk-weighted assets) 26,457 12.95% 16,344 8.00%
December 31, 2001
Tier 1 capital (to average assets) $23,106 9.49% $9,738 4.00%
Tier 1 capital (to risk-weighted assets) 23,106 12.27% 7,459 4.00%
Total capital (to risk-weighted assets) 25,215 13.39% 14,918 8.00%
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ITEM 7A. Quantitative and Qualitative Disclosures About Market Risk

The Company’s results of operations are largely dependent upon its ability to manage interest rate risk. Management con-
siders interest rate risk to be a significant market risk that could have a material effect on the Company’s financial con-
dition and results of operations. The Company does not currently use derivatives to manage market and interest rate
risks. All of the Company’s transactions are denominated in U.S. dollars. Approximately 38% of the Company’s loans
have interest rates that float with the Company’s reference rate. Fixed rate loans generally are made with a term of five
years or less.

In the Asset and Liability section of the Management’s Discussion and Analysis in Item 7 is a table presenting estimated
maturity or pricing information indicating the Company’s exposure to interest changes. The assumptions and description
of the process used to manage interest rate risk is further discussed in the Asset and Liability Management section. The
following table discloses the balances of the financial instruments including the fair value as of December 31, 2002.

The expected maturities are disclosed based on contractual schedules. Principal repayments are not considered. The
expected maturities for financial liabilities with no stated maturity reflect estimated future roll-off rates. The roll-off rates
for non-interest bearing deposits, interest bearing demand deposits, money market accounts, and savings deposits are
15%, 25%, 25% and 20%, respectively. The interest rates disclosed are based on rates in effect at December 31, 2002.
Fair values are used in accordance with generally accepted accounting principles as disclosed in the financial statements.

Expected Maturity

Weighted average interest rate

6.50%

Year ended December 31, 2002 there Fair
{dollars in thousands) 2003 2004 2005 2006 2007 after Total  Value
Financial Assets
Cash and cash equivalents
Non-interest bearing $8,473 - — 8,473 8,473
Interest bearing deposits in banks 373 - - 373 373
Weighted average interest rate 1.30%
Federal funds sold
Fixed rate
Weighted average interest rate
Securities available for sale
Fixed rate 3,913 3,796 3,186 2,601 703 18,157 32,356 32,356
Weighted average interest rate 517% 5.81% 6.00% 4.93% 4.63% 4.65%
Adjustable rate 15,863 35 - 3,976 19,874 19,874
Weighted average interest rate 2.95% 2.76% 2.93%
Securities held to maturity
Fixed rate 5 468 - 84 295 9,510 10,362 10,362
Weighted average interest rate 6.50% 3.01% 6.03% 6.75% 4.92%
Loans receivable
Fixed rate 30,941 6,504 7,126 10,768 11,071 69,345 135,755 138,212
Weighted average interest rate 6.75% 8.35% 7.96% 692% 717% 7.55%
Adjustable rate 39,627 6,387 525 1,524 1,972 ---- 50,035 50,035
Weighted average interest rate 5.55% 829% 7.62% 6.88% 6.75%
Federal Home Loan Bank stock 866 - - - - 866 866
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Expected Maturity

Year ended December 31, 2002 there Fair
(dollars in thousands) 2003 2004 2005 2006 2007 after  Total _ Value
Financial Liabilities
Non-interest bearing deposits $6,013 5111 4,344 3,692 3,138 17,786 40,084 40,084
Interest bearing checking accounts 7,757 5,818 4363 3,273 2455 7,364 31,030 31,030
Weighted average interest rate S8%  58%  58% 58%  58%  58%
Money Market accounts 5,405 4,054 3,041 2280 1,710 5131 21,621 21,621
Weighted average interest rate 1.13%  1.13% 1.13% 1.13% 1.13% 1.13%
Savings accounts 10,108 8,087 6,469 5,176 4,140 16,562 50,542 50,542
Weighted average interest rate 96%  96%  .9%6%  96%  96%  .96%
Certificates of deposit
Fixed rate 61,061 5,710 1,163 537 3,098 - 71,569 72,461
Weighted average interest rate 232% 3.24% 3.56% 442% 4.80%
Variable rate 10,408 - —--- - - 10,408 10,408
Weighted average interest rate 3.39%
Borrowings
Fixed rate 1,800 2,000 2,000 1,000 - 6,000 12,800 12,905
Weighted average interest rate 1.35% 3.20% 4.41% 3.48% 3.48%

As illustrated in the tables above, our balance sheet is currently sensitive to increasing interest rates, meaning that more
interest earning liabilities mature or re-price than interest bearing assets. Therefore, if our asset and liability mix were to
remain unchanged, and there was an increase in market rates of interest, the Company would expect that its net income
would be adversely affected. In contrast, a decreasing interest rate environment would positively affect such income.
While the table presented above provides information about the Company’s interest sensitivity, it does not predict the
trends of future earnings. For this reason, financial modeling is used to forecast earnings under varying interest rate pro-
jections, While this process assists in managing interest rate risk, it does require significant assumptions for the projec-
tion of loan prepayments, loan origination volumes and liability funding sources that may prove to be inaccurate.
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The following table sets forth certain selected consolidated financial data of the Company at and for

the years ended December 31:

{$ in thousands, except per share data) 2002 2001 2000 1999 1998
Operations Data
Net interest income $ 11,788 $ 11,572 $ 11,675 $ 11,430 § 11,100
Provision for credit losses 954 580 635 60 110
Noninterest income 2,059 1,529 1,217 1,255 1,281
Noninterest expense 7,414 7,193 7,530 7,011 6,687
Provision for income taxes 1,563 1,521 1,424 1,692 1,590
Net income 3,916 3,807 3,303 3,922 3,994
Net income per share:
Basic 1.57 1.53 1.33 1.60" 1.64"
Diluted 1.56 1.52 1.31 1.59" 161"
Dividends declared 3,392 3,289 3,204 3,105 2,379
Dividends declared per share 1.35 1.32 1.28 1.25" 97"
Dividends paid ratio 87% 86% 97% 79% 60%
(1) Restated to reflect the 5 for 1 stock split effected in July 2000.
Performance Ratios
Net interest margin 5.05% 5.16% 5.14% 5.10% 5.37%
Efficiency ratio 53.54% 54.90% 58.41% 55.27% 54.01%
Return on average assets 1.54% 1.55% 1.34% 1.64% 1.80%
Return on average equity 15.81% 15.57% 14.95% 17.26% 18.57%
Balance Sheet Data
Total assets $268,534 243,617 253,313 242,189 236,364
Loans, net 183,031 174,495 175,142 150,734 145,416
Total deposits 225,254 214,644 213,511 206,139 210,650
Other borrowings 12,800 -0- 11,358 9,675 86
Shareholders’ equity 24,683 23,514 22,743 21,438 21,4835
Book value per share 9.82 9.44 9.09 8.63" 8.79"
Equity to assets ratio 9.19% 9.65% 8.98% 8.85% 9.09%
(1) Restated to reflect the § for 1 stock split effected in July 2000,
Asset Quality Ratios
Nonperforming loans to total loans 1.00% 1% 1.93% 0.21% 0.01%
Allowance for loan losses

to total loans 1.33% 1.19% 1.14% 1.26% 1.27%
Allowance for loan losses

to nonperforming loans 132.67% 168.18% 59.24% 612.69% 12426.67%
Nonperforming assets to

total assets 69% S51% 1.35% 0.13% 0.06%
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